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CHAPTER I 

ACCOUNTING AND TAXATION 

The federal income tax law in this country has provoked wide discus- 
sion. The methods of administration, the rate structure, the inequities of 
the system, and the methods of computing taxable income all have evoked 
widely divergent criticisms that agree in one respect, that much dis- 
satisfaction exists. This present study will concern itself with but one 
aspect of the matter: the computation of income of corporations. 

The chief criticisms center about the lack of clearly expressed and 
permanent principles of taxation and determination of income. According 
to many writers, the income tax system is made to vary according to 
political winds, the Governments need for revenue, changes in general 
economic conditions, and outcries for social reform. 

The income tax is not a new form of taxation; it was used in Italy in 
the Middle Ages. Austria had such a tax in 1702; England, in 1799; 
Prussia, in 1811. Many other countries followed suit in the last half of 
the nineteenth century. 

In 1634, the Massachusetts Colony used a tax which might be con- 
sidered a form of income tax. Shortly thereafter several other colonies 
followed the lead of Massachusetts. Although Pennsylvania, Virginia, and 
Tennessee tried an income tax in the latter part of the nineteenth century, 
it remained for Wisconsin, in 1910, to make the first really serious attempt 
to tax corporations under a state statute. By 1936, thirty-one states had 
such laws. 

Some state laws are patterned very closely after the Federal income 
tax law, except that certain things that are locally considered unconstitu- 
tional objects of income taxation are excluded. The tendency on the part 
of state legislators to copy the Federal act makes it doubly important 
that our national statute be sound. 

Prior to the passage of the 1861 act, the Federal government had not 
used an income tax, although one was suggested in 1815. During the 
Civil War, both the United States and the Confederacy taxed incomes. 
Additional acts were in effect in the period from 1862 through 1871. 
There was none in effect from 1872 to 1894, however. Although the 1894 
act was declared unconstitutional, another income tax law was passed in 
1909 under the guise of an excise tax. 

The uncertain constitutional status of the 1909 act gave immediate 
impetus to a movement for constitutional amendment to allow the imposi- 
tion of taxes on income without regard to apportionment according to 
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2 The Taxation of Corporate Income 

the census. The Sixteenth Amendment resulted and the act of 1913 
was passed, retroactive to March 1, 1913. 

Additional important income tax acts have been passed in 1916, 1917, 
1918, 1921, 1924, 1926, 1928, 1932, 1934, 1936, 1938, and 1939, It is with 
the acts passed since the Sixteenth Amendment that this study is con- 
cerned. 

The constitutionality of Federal income tax acts has been questioned 
several times. The Constitution of the United States provided that no 
direct tax be laid unless in proportion to the census. The usual conten- 
tion has been that the income tax is a direct tax not laid in proportion 
to the census,' 

The Civil War acts were held to be indirect taxes and, thei'efore, con- 
stitutional, The Supreme Court, in a five to four decision, ruled that the 
1894 act was a direct tax and unconstitutional. The 1909 act was dis- 
guised as an excise tax, in order to avoid the ruling made on the 1894 law. 

The Sixteenth Amendment, passed in 1913, stated: 

The Congress shall have the power to lay and collect taxes on incomes, from 
whatever source derived, without apportionment among the several states, and 
without regard to any census or enumeration. 

This amendment was questioned as to constitutionality, on other 
grounds, but was declared constitutional by the Court in Brmhaber v. 
Union Pacific Railroad (240 U,S, 1, 1916). 

The matter of constitutionality has received, perhaps, more attention 
than it deserves. It is said frequently that taxation of income only is 
permitted under the Sixteenth Amendment and that Congress may tax 
as income only that which die legislators and the public conceived to be 
income when the amendment was ratified. 

The validity of the foregoing line of reasoning is very doubtful. It is 
not at all certain that the Sixteenth Amendment was necessary, and it is 
almost impossible to determine just what Congress and the people meant 
by "income'" when they sanctioned the Sixteenth Amendment. 

Some have felt that there are well-defined trends discernible in the 
Federal income tax. They believe that from about 1920 until about 1932 
the Federal income lax showed an increasing tendency to follow existing 
well-recognized and well-established accounting methods, but that a 
less desirable tendency appeared with the 1982, 1934, and 1936 acts. 
They place the blame on the "New Deal" administration and tihie indus- 
trial and economic depression. According to this trend theory, the 1938 
and 1939 acts however, show a reversal and tax regulations seem again to 
be moving toward the use of generally accepted accounting and eco- 
nomic standards of income measurement. 

The existence of such views suggests the desirability of examining the 
Federal income tax laws and the opinions expressed by those who have 



Accounting and Taxation S 

written in this field, in order (1) to determine what the proper standards 
and fixed principles of income tax computation should be and, (2) to 
ascertain whether or not there has been any noticeable trend toward or 
away from such standards and principles of income calculation and taxa- 
tion. 

Just what these standards of income determination are or should be will 
have to be developed. Many accountants have expressed the idea that 
generally accepted, uniform methods of computing accounting net income 
should be used as the basis for Federal income tax calculations as well 
as for published annual reports. 

Those who advocate "generally accepted accounting principles*' for 
use in determining taxable net income are approaching debatable ground. 
Enough has been written recently to cast some doubt on the assumption 
that there are enough well-accepted accounting principles for the deter- 
mination of income to constitute a dependable basis.^ 

There is no cause for despair, however. It is possible to build up a 
logical accounting methodology for determining income and to use the 
standards thus determined as criteria with which to compare existing 
methods found in the practice and literature of accounting and the in- 
come tax. In building up such a set of standards we must ever keep in 
mind that they should be in harmony with the function which accounting 
has, and that in any given situation, it is necessary to judge what is or is 
not an allowable deviation from such standards.® 

There also has been some criticism to the effect that the income tax 
acts have been too detailed in their provisions, and that such detail im- 
pedes the formulation of satisfactory general principles or standards for 
the tax.® The United States Supreme Court made a statement In Weiss u. 
Steam (265 U.SS. 254) that: 

When applying the provisions of the Sixteenth Amendment and income laws 
enacted thereunder, we must regard matters of substance, and not mere form. 

This is an admirable rule, but unfortunately it has not been followed 
always. A more detailed examination of this matter will be made in later 
chapters. 

To carry out the purpose set forth above it is necessary to present a 
formulation and discussion of a theoretical basis for the determination of 
income and to make an historical comparison of that basis with accounting 
practice and literature and with Federal income tax methods of computing 
taxable net income. Such a three-way historical comparison calls for a 
discussion, theoretical in nature, regarding the differences and divergences 
found. 

Accounting standards and practices discussed are those treated by 
* For notes, see page 225. 
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various writers and associations in periodical articles, statements of 
standards or principles, and published books. 

The Federal income tax method of computing taxable net income is 
that which has been put into ejEect in fact. In other words, a mere perusal 
of the Federal income tax acts themselves is not sufficient In addition, 
an investigation must be made of Treasury Department regulations, 
Board of Tax Appeals decisions, Treasury decisions, and court rulings. 

In so far as it is possible, a comparison is made between accounting 
practices and tax metliods, and accounting and tax rulings, of about the 
same time. 

The income tax law to be studied is that which was passed following 
the Sixteenth Amendment and which has been in effect from March 1*, 
1913; the laws of earlier years are mentioned only in passing and are dis- 
cussed briefly to furnish an historical background for the modern Federal 
income tax law. 

Only the Federal income tax law is discussed; state and foreign laws 
are ignored. Conflicts between state and foreign laws and the Federal 
income tax laws are outside of the scope of this study 

The income tax law and accounting standards discussed are those 
which concern ordinary, operating, domestic business corporations only. 
Single proprietorships, individuals, and partnerships are excluded because 
each of these presents some differences from corporations, and each is a 
large problem in itself. The weight of taxation falls differently on each, 
and is a matter of great importance.' 

Only domestic corporations are to be considered; foreign organizations 
are faced with special rules which are not applicable to corporations in 
general and which are not important to the main theme of this study. 

The restriction of this study to ordinary business corporations eliminates 
any treatment of special types of businesses, such as banks, insurance 
companies, railroads, and financial or monied companies. Omitted also are 
those acting in fiduciary or trust capacities, China Trade Act corporations, 
tax-free companies, mutual investment companies, personal holding cor- 
porations, and personal service corporations. 

Only operating corporations are to be studied; this for the reason that 
the main postulate underlying a rational system of standards for an op- 
erating company is that a going concern concept and not a liquidation 
concept must be visualized and used. Since these two concepts are very 
different and each is complex in itself, it is better that the more unusual 
class of businesses, that is, corporations undergoing liquidation or re- 
organization, be omitted here. 

Since our principal purpose is to study the income tax methods of 
determining net income, it follows that administration and general tax 
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problems are not within the present sphere of interest. There' will be no 
discussion of the following items except for fragmentary bits which are 
incidental to a discussion of other things: rates, exemptions, surtaxes, 
war profits taxes, excess profits taxes, undivided profits taxes, capital stock 
taxes, taxation at source, tax-free covenant bonds, information at source, 
collection methods, penalties, tax avoidance and evasion, social justice, 
inequities, double taxation, reciprocity, or foreign exchange problems. 

The various surtaxes, excess profits taxes, undistributed profits taxes, etc, 
are excluded because they are not primarily income taxes; being really 
special forms of taxation and regulation superimposed on an income tax 
system and designed to bring about the promotion of social good or the 
suppression of social ills. 

Accounting for consolidated accounts and related enterprises is an 
extremely large subject in itself, and for that reason there is included 
here only a very limited discussion of the theoretical aspects of allowance 
or disallowance of consolidated figures when net income is being cal- 
culated. 

In addition to all of the other restrictions on the scope of this examina- 
tion, certain other limitations must be mentioned. These take the form 
of unavoidable weaknesses in the research itself. 

Articles and books written on the subject of accounting have a tendency 
not to be representative of practice at the time they are written. The 
theory of the most of these works is superior to existing practice. To the 
extent that this is true, we shall subject the income tax provisions to an un- 
fair comparison, because much has been written on ideal standards, 
while the record of actual accounting practice is sparse. There is no 
practicable way to find out what was being done in everyday accounting 
activities; all we can do is use as evidence the ideas published in books 
or reported as spoken at conventions and other meetings. 

In an examination of the historical development of the attitude of the 
courts or other regulatory agencies, certain difiiculties are encountered. 
For example, an interpretation of the Supreme Court in 1924 cannot be 
considered completely representative of its attitude on the income tax 
law of 1924, because the Court may be deciding a case that is based on an 
act of a prior year. Nor can we say that a decision handed down in 1924 
based on the 1921 act, for instance, is altogether indicative of a 1921 
interpretation of the 1921 act, because new philosophies and new mem- 
bers of the Court create new lines of reasoning which, perhaps, would 
not have been used in the year of 1921, Such inaccuracies, however, 
probably do not substantially affect an analysis of trends. 

In many places in this study it is indicated that there have been no 
changes in ihe law. This statement means merely that there have been no 



6 The Taxation of Corporate Income 

changes of importance to this study; mere changes in wording, provisions 
for administration, etc., are not considered important changes for present 
purposes. 

Whe^^ provision which has appeared in the law for several years is 
omitted in the act of a particular year, it can not he assumed that there 
has been a basic change in the law. Sometimes such deletions are made 
merely because the provision affected is considered redundant and ade- 
quately covered by other sections. Very frequently there is no deter- 
minable evidence of the reasons for such changes. 

In general, decisions of courts and governmental agencies have been 
gathered from reputable standard tax services rather than from original 
sources, because such secondary references are considered reliable, and 
the use of original sources would have involved a prohibitive amount of 
research work. 

In order to judge how well an income tax is functioning, it is necessary 
to know whether or not it conforms in general to the principles of taxation. 
A good tax system should place the weight of taxation according to ability 
to pay, should be simple and economical in administration, should be 
certain and convenient in operation, should be easy of expansion and 
contraction, should be adjustable to new conditions, should preserve the 
source of revenue, should be coordinated properly in all of its parts, and 
should have desirable economic, political, and social effects. 

A net income tax conforms to the first requirement of abihty to pay, 
perhaps, in a greater degree than do most other forms of taxation. In 
practice the Federal income tax has been criticized severely on the ground 
that it has not aU of the other desired characteristics enumerated above. 
The principal fault appears to be that the income tax base has not been 
planned carefully and is undergoing constant change. The remedy ap- 
pears to be the formation of a well-planned tax base; changes necessitated 
for expansion and contraction in government revenues can then be made 
by altering rates instead of changing the base. 

Preservation of the source of revenue can be provided for in good 
fashion if the tax is on net income and if careful distinction is maintained 
between capital and income. 

The requirement that a tax have desirable economic, political, and 
social effects is one which has raised much controversy and is a major 
cause of many of the differences which exist between income tax and ac- 
counting methods of computing income. Just how far this requirement 
should be honored is a question. Should the tax, merely in its revenue- 
gathering capacity, have desirable effects or lack of undesirable effects, 
or should more be required? Should measures be incorporated, foreign 
to revenue-gathering purposes, which are designed to attain actively 
some social end? Social considerations have found a place in income 
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taxation in the guise of graduated and progressive rates, differentiation 
between sources of , income, exemptions from tax, and similar items. 

Many of the difficulties with the income tax can be traced to provisions 
designed to correct social ills or to plug loop-holes in the law. Social aims 
might be taken care of better by a system of subsidies or penalties en- 
tirely separated from the revenue-gathering system. If less stress were 
placed on the mere form of transactions and more on their substance in 
the enforcement of the income tax acts and in the decisions of the courts, 
a more simplified tax system might result, and less attention would be 
needed to plugging loopholes. 

Perhaps evasion cases could be handled as individual problems by the 
courts in each case. A case method of approach similar to that used by 
the Securities and Exchange Commission in its administration of the 
Securities Act and the Securities Exchange Act could be adopted. 

If detailed provisions wei'e excluded from the law, the more clever 
manipulators of tax calculations would not have a line within which they 
could twist and torture their operations in order to take advantage of 
tax saving technicalities. Under present conditions, manipulators figure 
out a way to avoid the law; next the Bureau of Internal Revenue puts into 
operation or Congress inserts into the law a provision which turns such 
avoidances into actionable evasions. A case method would make avoiders 
watch their step, since their actions would be judged intelligently and 
not merely compared with a faulty enumeration of illegal practices. 

The objection might be raised that such a plan would inject too much 
uncertainty into the tax system, but, at least, much of the complexity of 
the present system would be removed. A choice between two evils must 
be made. The evil of uncertainty might be eliminated if proposed transac- 
tions were submitted for the scrutiny and opinion of the Bureau of In- 
ternal Revenue or of some court of accounting opinion preliminary to 
their actual use by a taxpayer. 

In spite of its shortcomings, the tax on net income appears to be the 
most satisfactory method of taxation. 



CHAPTER 11 

WHAT INCOME IS 

The NATUBE OF INCOME has been the subject of much discussion and dis- 
agreement Differences are found between and even within the legal, 
economic, and accounting concepts of income. It is difficult to determine 
just what income is. Perhaps it is best to set forth the varying opinions 
of writers in each of the fields of accounting, economics, and law, and 
tlien to examine and compare their concepts. From these conflicting ideas, 
some general concept may be drawn which can be used as the foundation 
for a rational and practicably usable method for computing income for 
income tax and accounting purposes. 

In this chapter will be examined what writers, statutes, and courts say 
Income is. On these resumes will be founded a composite picture of what 
is advanced in this study as a suitable accounting and tax basis for income 
calculation. An examination of the detailed provisions for income compu- 
tation used in accounting and tax practice is reserved to later chapters. 

Economic Concept of Income 

Ecjonomic concepts range from the extremely intangible psychological 
to the very practical. At the very foundation, "Modern economic analysis 
recognizes that fundamentally income is a flow of satisfactions, of in- 
tangible psychological experiences.”^ 

A slight variation of the above view has been expressed by Irving 
Fisher® in his characterization of income as "a flow of services through 
a period of time.” According to this idea, income is neither commodities 
nor psychological benefits, but is services. Items received and saved are 
not income since the services are deferred. 

These broad concepts are, of course, quite impractical. Views more 
suitable to measurement for business purposes have been expressed by 
Haig and others.® 

... the definition of income which the economist offers is this*. Income is 
the money value of the net accretion to one’s economic power between two 
points of time.'* 

This definition is stated in terms of the power to satisfy wants rather than 
in terms of the services received or in the satisfaction themselves.® Power 
is measured in a practical way, money value. This does not mean, of 
course, that a money or cash basis is used. In fact, this concept does not 
even require objective realization; and to the extent that objective realiza- 
tion is not required, it may be qm^tioned whether this is a practicable 
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method for either accounting .or tax purposes. It approaches very closely 
to a balance sheet method of income calculation found In single entry 
accounting. 

Haig's concept is a net income idea and involves periodicity of income 
measurement. Since objective realization is not a part of this definition, 
appreciation due to market price increases is considered income, so long 
as the increase actually gives increased economic power and does not 
merely represent a general rise in the price level. 

Concepts similar to that of Haig have been expressed by Taussig,® 
Plehn,^ Pulgrave,® Fetter,® and Marshall.^® 

The broadest idea of income is that it is the total of psychological 
satisfactions received. Some economists ignore satisfactions and include 
only a flow of services and commodities received. The service concept 
is similar to the satisfaction concept and excludes savings from income, 
These very basic ideas are impracticable because of the difficulties which 
are involved in measurement of subjective items, 

A much more useful definition of income is the money value of accre- 
tions to economic power. Money value is tlie common denominator for 
measurement. Satisfactions and other immeasurables are excluded from 
the scope of economic power in this modified conception. This economic 
concept of income is quite similar to the broadest accounting concept. 
It is a net income concept. Unless wealth or benefits are received over and 
above the exhaustion of the capital which has been used for their pro- 
duction, there can be no accretion to economic power. 

This definition is not free from all objection, however. Economic power 
implies value and purchasing power, both of which often take the 
form of unrealized incomes, and usually such items are very difficult of 
measurement.^^ 

Some economic definitions of income include the idea of steady flow, 
of continuity; continuity implies a restriction of income to operating 
results achieved in artificially limited periods. 

The general economic concept contains the idea that the accretion to 
economic power is made between two points of time. It is inlierent in 
any measurement of increase or decrease that a time interval be con- 
sidered. This does not imply that periodicity in computing income is 
important to the economist, however. Periodicity is more the problem of 
accounting and income taxation. By periodicity is meant the reflection of 
arbitrary short-term time intervals in income calculation. 

Whether or not income should include non-operating gains is a subject 
of much dispute. Probably from the point of view of society as a whole, 
such gains are not income, since there is no change in the total sum of 
capital in existence. From the point of view of an individual economic 
entity, however, such items do constitute income. The broad economic 
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definition of private income does not even require that such gains be 
realized objectively. 

'Gains due solely to changes in the general price level are not income, 
because there is no accretion to economic power. The entity which has 
made this gain is merely holding its position in the face of a general 
increase of prices. It may be said, likewise, that a part of operating results 
also are, in fact, not gains or losses but merely a reflection of changes in 
tire general price level. 

Accounting Concept of Income 

Thebe abe two principal accounting conceptions of income; one is an 
operating income concept; the other is an all-inclusive concept. 

In this study, the terms income and profits are used interchangeably. 
Some writers have advocated the separation of the use of these two 
words. This separation is desirable, perhaps, but there appears to be no 
widespread agreement as to what each should represent.^^ 

The broadest accounting definitions of income approach the economic 
concept, 

. . . the increase in proprietorship which has taken place during that period, 
making due allowance for any part of such increment as may have been dis- 
tributed. This is the broadest use of the terms, but is one which is occasionally 
employed by both accountants and economists.^® 

Similar expressions have been made by H. A. Finney,^^ W. A. Paton,^® 
Robert H. Montgomery,^® and W. A. Hosmer.^’' 

For various reasons, chiefly practical, limitations have been placed 
around* such broad concepts of income. Here are some examples. 

The term net income should be used only to designate the amount arrived 
at by stating the income actually accrued during a stated period, collected or 
collectible, less the cost thereof actually paid, and less further costs accrued but 
not paid, such as depreciation, obsolescence, taxes, and other charges appor- 
tioned against the income such as reserves for strikes, workmen’s pensions, 

For example, one might urge that no tax be placed on a gain arising from 
the appreciation of a fixed asset until it is actually sold. But the recommenda- 
tion should not be urged on the ground that the appreciation is not income 
until it is sold. The economic fact is that the owner of that asset comes into 
possession of economic income whenever the increase in the value of that asset 
is sufficient in amount and definite enough in character to be susceptible of 
precise evaluation in terms of money,^® 

In the widest possible view, proms may be stated as the realized increment 
in the value of the whole amount invested in an undertaking; and, conversely, 
loss is the realized decrement.^® 

. . . the term profit has been applied to those increments of value arising from 
whatever soui'ce, which flow from completed transactions with outsiders, as 
distinguished from the corporation's dealings with itself or its stockholders.^^ 
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In addition to the limitation of income to so-called realized items, many 
writers attempt to restrict income to ordinary and recurring operating 
items alone. 

Newlove, Smitli, and White define income as 

. . . the gain or remuneration which proceeds from property, labor, or busi- 
ness, 

but they also mention that 

income may be classified as primary or operating revenue and secondary or 
non-operating revenue.^® 

Robert H. Montgomery says: 

If a public accountant were asked to define the term net income:, he would 
probably reply: "The net income of a business is the surplus remaining from 
the earnings after providing for all costs, expenses, and allowances for accrued 
or probable losses.”^^ 

These exclusions from income are made merely because the items are 
exceptional in nature or extraordinary in amount. A concept based on 
such expediency is subject to objection on theoretical grounds; but, under 
certain circumstances, may be satisfactory from a practical point of view. 
Hatfield has expressed the matter very well in these words: 

But profits is often used in a more restricted sense. It regards not all the changes 
which have taken place during the period but only some of them. Sometimes 
the concept is limited to those changes which have come about through the 
operations of the business, excluding extraneous gains to proprietorship; some- 
times the items excluded are those which do not seem to have a recurring char- 
acter and a change which is exceptional in amount may perhaps be excluded 
even though it arises in connection with the conduct of the business; sometimes 
the basis of such discrimination rests upon arbitrary legal provisions, and gains 
in proprietorship which may not be made the basis of dividends by a corpora- 
tion are excluded from the showing of the profits of the year.^® [and] Although 
excluded from tlie current income account, it may still be recognized as income, 
rather than an addition to capital, but income to be attributed to some other 
period, or income of a nature to be differentiated from that which is ordinarily 
shown in the income account.^® 

The American Institute of Accountants special committee on terminology 
has expressed its opinion in favor of an over-all concept of income.®’^ 

The basic accounting idea of income as the ultimate total profits of an 
enterprise from the time of its organization until it is completely liquidated 
is about the same as the broad economic idea of accretion to economic 
power. Both of these definitions exclude withdrawals and investments 
in computing income, of course. Both are net concepts. 

This broad conception is not suitable, however, for use in the practical 
business affairs with which accountants concern themselves, unless some 
common denominator, such as money, is used as the standard of measure- 
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mcBt The problem of measurement is further complicated by (1) the 
need for objectivity, i.e., some impartially chosen point at which income 
may be said to arise or to be realized; and (2) by the requirement of 
periodic computation to keep all of those interested in a business entity 
abreast of its progress. 

In general, it may be said that the accounting concept of income ex- 
cludes unrealized increments in value. Many accountants feel that ac- 
counting has not been developed yet to a point (there is some doubt, 
even, that accounting is capable of such development) at which values 
can be measured except by means of objective transactions between the 
business entity and outsiders. Receipt of cash, however, is not necessary 
for realization of income. 

The requirement of computation of income for arbitrary periods of time 
has caused most of the difficulties and problems of accounting. Periodicity 
places greater emphasis on operating results than on complete results; 
perhaps, from a long-range point of view, these is no such thing as an 
extraordinary gain or loss. 

There appears to be a definite trend in accounting thought toward the 
definition of income in terms of total rather than mere so-called operating 
income. This trend does not make unnecessary the segregation and clas- 
sification of the various types of income items; it only requhes that every- 
thing be considered in arriving at the final income figure. It has been 
proposed frequently that an additional section be added to the profit and 
loss statement to take care of items foreign to operating income of a 
particular accounting period. 

In order to face practical difficulties and to gather information in the 
most convenient and economical manner, theoretically correct ideas re- 
garding income calculation are often deliberately side-tracked for more 
expedient methods. Expediency is not to be condemned so long as it is 
used after due deliberation and does not give a result materially different 
from the logical method, nor develop into mere traditionalism. 

Income Tax Concept^^ 

The Sixteenth Amendment to the Constitution, Article XVI, states: 

The Congress shall have power to lay and collect taxes on incomes, from 
whatever source derived, without apportionment among the several states, and 
without regard to any census or enumeration.^® 

The interpretation to be placed on the word income has occasioned much 
difficulty. In general, it has been felt that this word must be interpreted 
as it was in the minds of the pubHc and of the members of Congress 
when the Sixteenth Amendment was sanctioned.®® It is obvious that con- 
fusion must result from a concept so difficult to determine; writers and 
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court decisions have difBered radically in their interpretations of the 

iBeaning of income. 

It is extremely important to determine what is meant in a statute which 
uses the word income^ because courts are chiefly interested in interpreting 
the intentions of the legislature as expressed in the law. They feel obli- 
gated to determine what the law says income is rather than what it is in 
fact^^ 

It will be noticed that the Sixteenth Amendment gave Congress power 
to lay taxes on incomes ‘‘from whatever source derived.” This appears to 
mean that non-operating incomes are also to be taxed. 

This view is substantiated by decisions of the Supreme Court in two 
cases prior to the passage of the Amendment, 

In Strattons Independence o, Howbert,^^ decided under the 1909 act, 
it was held: “income may be defined as the gain derived from capital, 
from labor, or from both combined.” 

An even more emphatic statement is found in Doyle o. Mitchell Bros.®® 
“provided it be understood to include profit gained through a sale or 
conversion of capital assets.” 

Apparently the word derived in the first case and the limitation of sale 
or conversion in the second ruled out appreciations unrealized and in- 
cluded only gains realized through transfer. 

At about the same time as these two decisions, the Attorney General 
specified a cash basis for computing income under the 1909 act. The 1913 
and 1916 laws defined income as “gains, profits, and income . . , from any 
source whatever.” 

Tliere is some confusion as to whether or not the legal idea of income 
is a net or gross concept. Perhaps it may be said fairly that it is a limited 
net concept, i.e., something neither net nor gross but a modified gross 
income, less certain allowable deductions only. 

The Circuit Court of Appesils in Ludington v, McCaughn^^ expressed 
the opinion that: 

Taxable net again is a constitutional concept denoting income which the tax- 
payer has derived, while deductible loss is a creation of Congress, varying from 
time to time, as Congress deals with it in various ways. 

The language used in this decision is not altogether clear, and the court 
appears to be using taxable net gain and gross income as synonymous. 
Wiat is meant by deductible loss is not clear either. Does it include ex- 
penses? Apparently the idea expressed is that all income may be taxed 
but that no deductions need be allowed unless Congress so desires. Can 
this be the common idea of income under the Sixteenth Amendment? It 
is difficult to believe that it is. 

There are many evidences that the common idea of income is net 
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income, ie., those reti^ which are in excess of advances made.®® The 
terms net profits, profits, net income, earnings, and surplus profits all 
carry a nef connotation.®® They are something which has grown out of 
capital, leaving the latter unimpaired and intact.®^ 

The outstanding Supreme Court decision, perhaps, which has attempted 
to lay down a concept of income under the Sixteenth Amendment is in 
the case of Eisner v. Macomber/^ decided on March 8, 1920. 

In this case, there was quoted with approval the Supreme Court deci- 
sions in Strattons Independence o, Howbert (231 U.S. 399, 415), and 
Doyle o. Mitchell Bros* Co* (247 U.S. 179, 185) decided under the act of 
1909: 

Income may be defined as the gain derived from capital, from labor, or from 
both combined, provided it be understood to include profit gained through a 
sale or conversion of capital assets, to which it was applied in the Doyle case. 

Again, the emphasis is on gain derived from capital, i.e., realized through 
transfer, rather than on mere increment in the value of capital. This point 
is emphasized by these additional words of the decision: 

Brief as it is, it indicates the characteristics and distinguishing attribute of 
income. . . . The Government . . . placed chief emphasis upon the word gain, 
which was extended to include a variety of meanings; while the significance of 
the next three words was either overlooked or misconceived. Derived-from- 
capital, the gain-derived-from capital, etc. Here we have the essential matter; 
not a gain accruing to capital; not a growth or increment of value in the invest- 
ment; but a gain, a profit, something of exchangeable value, proceeding from 
the property, severed from capital, however invested or employed, and coming 
in, being derived-thoi is, received or drawn by the recipient ... for his separate 
use, benefit, and disposal. . . . 

This definition of income does not cover the matter of deductions to be 
allowed.®^ 

Although it is not absolutely certain that the Sixteenth Amendment 
has ultimate control over the Federal income tax, it has been generally 
accepted that it does.^® The courts have held that the concept of income 
under the Sixteenth Amendment, and therefore for income tax purposes, 
is that which was held by Congress and the people when the Amendment 
was proposed and ratified. In other words, the income tax concept of 
income is not distinct in itself but is a borrowed conception. 

What the general concept of income was when the Amendment was 
passed is diflBcult to determine. Perhaps the best view is that the expert 
opinion of accountants or others actively engaged in income determination 
should be considered as representative of prevailing enlightened public 
opinion when the Amendment was passed. The corporation income tax is 
intended to levy on the results of business and should be placed on a basis 
determined by the generally accepted methods in use for the determination 
of income, so long as those methods are not incorrect. 



What Income Is 15 

The income tax law itself contains provisions which grant recognition 
to the idea that income should be determined according to acconntiiig 
and: business methods. 

Section 212(b) of the 1924 and 1926 acts specifies that taxable net 
income shall be calculated in conformity with the method of accounting 
regularly used by the taxpayer, so , long as such method "clearly reflects 
the income.” Article 23 of Regulations 65 of the 1924 act provides that' 
"approved standard methods of accounting will ordinarily be regarded as 
clearly reflecting income.” The Board of Tax Appeals is disposed to give 
consideration to correct and approved accounting standards, but it has 
not gone far enough in giving them adequate consideration.^^ This situa- 
tion may be caused by a feeling on the part of the Board that it is dealing 
solely with a statutory concept of income. 

Although there have been many modifications of it, the basic income 
tax concept of income is not greatly different from the broad accounting 
idea. 

The theory of the best reasoned cases on the subject of "What is income?” is 
that every receipt is income which is not a contribution of capital or an even 
exchange for a capital asset.^^ 

The income tax makes use of the same measuring stick as does accounting, 
i.e., the monetary unit. 

Basically, perhaps, the income tax concept is one of gross income. 
However, it has been worked out in the acts themselves that certain items 
of income are not included and certain expenditures are not deductible in 
calculating income. In practice, it can be said that the Federal income tax 
concept is a statutory conception of modified net income. 

So-called unrealized appreciations of value are excluded from the cal- 
culation of income. Income must be realized by sale or conversion of 
assets; the emphasis is on income derived from capital. Realization does 
not mean that a cash basis must be used. Such a basis has not been re- 
quired since the 1909 act; even under that act, it was not enforced in 
practice. 

Periodicity must be considered in computing income for tax purposes, 
just as it is for accounting purposes. The law attempts to hold incomes 
and expenditures rigidly within separate periods. Matching of incomes 
and expenses is highly desirable, but frequently the law is arbitrarily and 
unfairly enforced as to its allowances and disallowances of certain items, 
on the grounds of periodicity. 

The Federal income tax is founded on a realized, over-all concept of 
income. It is difficult to generalize about this matter, however, fust as it 
is about almost any other thing connected with the income tax, because the 
law is filled with inconsistencies, both justifiable and otherwise. 

The original general conception of income included regularity. This 
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idea of regularity has generally disappeared as income came to be recog- 
nized as any accretion in economic power; however, it has survived to 
some extent in the Federal income tax.^® Inheritances and gifts are not 
taxed as income. 

Inheritances, for instance, are today scarcely anywhere deemed to be taxable 
income. From the point of view of the individual, however, they constitute 
income, even though it be accidental and not regular income. As a consequence 
they are now almost everywhere separately taxed, although not under an in- 
come tax 

Income is not limited to operating items, but includes income from what- 
ever source derived. Certain items, such as gifts, income from govern- 
mental bodies, and so forih, are excluded on the grounds of expediency 
or social betterment. The entire tax concept is modified by expedient rules 
and by attempts to achieve certain social goals through the tax system. 

This chapter up to this point has been devoted to an examination of 
some general ideas regarding economic, accounting, and income tax 
conceptions of the nature of income. Before going on to a discussion of 
the detailed provisions of the Federal income tax and of accounting 
standards, it is desirable that some logical basis of income determination 
be decided upon. The rest of this chapter, therefore, is devoted to devel- 
oping criteria with which to compare accounting standards and income 
tax rules. 

General Standards for Income Determination 

A LOGICAL and coherent system of standards for income determination 
must be constructed if we are to judge the adequacy of income tax pro- 
visions for calculating income. 

If the economic concept of income is modified to fit practical business 
conditions and diflaculties, it becomes a concept which is, in reality, a 
logical accounting conception. Will the composite picture thus established 
be satisfactory for income tax purposes? 

An aflSrmative answer is indicated. Since both economics and account- 
ing deal with business, they should furnish the basic outline for deter- 
mining taxable income. There appears to be sujSScient reason for pre- 
scribing accounting methods, in general, for measuring income for tax 
purposes.^® Caution must be exercised, however, not to assume arbitrarily 
that income tax methods must conform in their entirety with accounting 
methods. 

Since a business enterprise measures its progress or retrogression by 
accounting methods; greater convenience, simplification, and cooperation 
will exist if taxable income is computed in the same maimer rather than 
by an arbitrary or illogical statutory system. The methods followed by ac- 
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countants and business men are tied up rather closely with economic 
facts and conditions; the tax system, likewise, should be so related. 

Both accounting and the tax system are faced with the difficulties 
inherent in an imperfect standard of value, the monetary unit. Neither one 
has yet been able to make much progress in overcoming such difficulties. 

Although there has been some tendency on the part of the Securities 
and Exchange Commission and other government bodies to recognize 
the accountant and the generally accepted methods of accounting, so long 
as they are logical and measure income accurately,"^® the lack of agreement 
among accountants as to many things has slowed up such recognition 
of accounting practices for income tax purposes.”*^ 

The Regulations of the Treasury Department have specified that busi- 
ness and accounting methods are to be followed in determining income; 

Article 182, Regulations 33, 1913: 

No particular system of bookkeeping or accounting will be required by the 
department. However, the business transacted by corporations must be so 
recorded that each and every item set forth in the return of annual net income 
may be readily verified by an examination of the books of account. 

Article 183, Regulations 33, 1913: 

The books of a corporation are assumed to reflect the facts as to its earnings, 
income, etc. Hence they will be taken as the best guide in determining the net 
income upon which the tax . . . is calculated. &cept as the same may be 
modified by . . . the law, wherein certain deductions are limited, the net income 
disclosed by the books and verified by the annual balance sheet, or the annual 
report to stockholders, should be the same as that returned for taxation. 

Article 127, Regulations 33, 1916-1917: 

. . . corporations keeping their accounts in strict accord with the methods pre- 
scribed by municipal, State or Federal authorities or in accord with approved 
standard accounting practices consistently followed from year to year, will be 
permitted to make their returns of annual net income on the basis of the ac- 
counts so kept, provided such systems of accounting clearly and correctly reflect 
the net income of each year. 

The effect of this last provision is greatly diminished by Article 128, 
Regulations 33, 1916-1917: 

Any system of accounting which is not consistent with the purpose and intent 
of the rules set out in this title, and with the general rules set out in these regula- 
tions for the ascertainment of net income, will not be accepted as a correct basis 
for making retons. 

Article 323, Regulations 74, 1928; 

It is recognized that no \miform method of accounting can be prescribed for 
all taxpayers, and the law contemplates that each taxpayer shall adopt such 
forms and systems of accounting as are in his judgment best suited to his pur- 
pose. Each taxpayer is required to make a return of his true income.^® 

No appreciable effect would be felt on government revenues if a more 
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logical system of detemining taxable net income were used consistently. 
Even if some light decrease in government revemie were to result, busi- 
nessmen should not oppose a moderate increase in rates to offset stich a 
decline; A moderate rate increase would be compensated for by more 
certainty in taxation and by less expense for administration and prepara- 
tion of returns. 

Accounting, as it is at present, cannot be said to be entirely suitable 
for computing income for tax purposes. In fact, it is doubtful if there is 
any real uniformity in computing accounting income. In 1937, Carman 
Blough, then Chief Accountant for the Securities and Exchange Commis- 
sion said: 

Because of the lack of agreement among accountants with respect to important 
accounting practices, it has been difficult for the Commission to determine what 
position it should take with respect to many statements involving controversial 
questions.^® 

An examination of hundreds of statements filed with our Commission almost 
leads one to the conclusion that aside from the simple rules of double entry 
bookkeeping, there are very few principles of accounting upon which the ac- 
countants of this country are in agreement.^® 

We must not assume that this is merely the opinion of a public official 
antagonistic to private business, because Mr. Blough later became a prac- 
ticing public accountant The situation has been described well also by 
Mr. Howard Greer, another prominent accountant: 

Any extensive study of corporation financial statements will disclose the fact 
that there are widely divergent and unnecessary differences in practice in treat- 
ing identical items. It is to these divergences and differences that I believe the 
public accounting profession in this country may well direct its attention in 
future years.^^ 

The above statements by Carman Blough and Howard Greer are by no 
means isolated opinions. Rather, there appears to be some widespread 
feeling that the fiield of accounting is haphazardly, incoherently, and 
illogically developed.^® 

Lack of uniformity is a suitable ground for complaint when it is found 
in the most basic standards and assumptions on which accounting theory 
and practices are founded. Without solid moorings to which to anchor, 
accountants are bound to drift and to produce surprisingly inconsistent 
results and calculations,^^ Such inaccurate and widely divergent calcula- 
tions are not objective and correct enough to be used as a suitable basis 
for an income tax. 

The adverse criticism of lack of uniformity is not aimed at all detailed 
procedures, because, obviously, some choice between detailed methods 
which arrive at approximately the same amount of income is permissible.®^ 
Accounting is not a field of precise action, and income is not a figure 
which can be arrived at with complete accuracy. Judgment and opinion 
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play a large part in its calculation. 

Perhaps some of the difficulties encountered in trying to formulate a 
rational system of determining accounting and tax income and for recon- 
ciling the two have grown out of the misguided endeavor to provide rules 
for even the most minute details. An attempt should be made to establish 
general standards and to require proof and justification for divergences 
from such standards. 

For some years now, the American Accounting Association, the Ameri- 
can Institute of Accountants, and a few individuals have tried to formu- 
late statements of accounting principles that could receive general 
acceptance. These eflForts, although they have not been entirely success- 
ful, have been commendable, since they have focused attention on the 
shortcomings of accounting theory. None of these statements has been 
very widely accepted by accountants, however. In fact, some have ex- 
pressed doubts as to whether there are principles of accounting or not. 

Even though accounting theory is in a confused condition, it is far 
better organized than the rules of contemporary practice. 

With accounting theory and practice in such uncertain condition and 
the very existence of accounting principles in controversy, it might be 
unreasonable to demand that tax methods of computing income be re- 
quired to conform to generally accepted accounting principles. 

It is beyond the scope of this paper to endeavor to reconcile and discuss 
all existing practices and statements of principles in an attempt to formu- 
late anything which can be said to be generally accepted. However, if 
there is no basis for judging the adequacy of either accounting or tax 
pi'actice, how can we decide the relative merits of either method? 

The solution requires the formation of a rational and consistent concept 
of income and a system of standards for measuring it. 

Even though differences are found between income tax provisions and 
the standards set up as criteria, it must be remembered that some of these 
divergences are to be excused, even encouraged, in the interests of effec- 
tive administration, justice, and the furtherance of social aims. Just how 
much the tax system may be affected by social goals is a matter for dis- 
pute, however. 

Since the accounting method of determining income is quite satis- 
factory in general, for figuring income for tax purposes, a rational 
system of accounting standards must be devised. In order that a coherent 
and consistent system of accounting standards may be constructed, It is 
necessary that it be built around the function which accounting serves. 

DR Scott says that accounting has three principal functions and ranks 
them in importance in the following order: (1) protection of equities, 
(2) management control, and (3) maintenance of record.®® 

If accounting has several goals, perhaps it is possible that several sys- 
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terns of accounting standards might be constructed, each of which would 
be usable only wifiiin the specific limits contemplated by each goal to be 
reached.;,,: 

If this variable situation is to exist, which system of standards shall be 
used for taxation of income and which shall be used for any one of the 
many other situations which require the measurement of income? Clearly, 
competing systems of standards would create chaos; perhaps much of the 
present confusion in accounting has arisen because no truly primary func- 
tion of accounting has been discerned by most accountants.®^ 

In discussions of function there is a tendency to confuse central purpose with 
possible uses. The uses to which accounting data may he put are many and 
diverse; obviously, principles and procedures cannot be oriented equally well 
to all uses, nor can each use have its own set of principles and procedure.®® 

The classification of functions as protection, management, and record may 
be criticized adversely in the light of the above statement. These three 
are possible uses of accounts which have been founded on one general 
purpose. That general purpose must be broad enough to support an all- 
inclusive system of standards which can have no competitors. 

Perhaps, the most satisfactory concept of the function of accounting 
to be used as the basis for a well-rounded system of standards for income 
determination is that accounting is designed to furnish dependable finan- 
cial information about a business enterprise that will satisfy the needs of 
all parties at interest and that will be continuously in accord with a single, 
coordinated body of accounting theory.®® 

If the protection of equity and management control ideas are dis- 
carded, many of the possible reasons for introducing values into the 
accounts are eliminated. Emphasis is shifted from a balance sheet to a 
profit and loss point of view. If the dependable information conception is 
adhered to, a definite requirement is made that only objective information 
is to be used. 

A large volume of opinion supports the idea that costs and not values 
should be used in the accounts,®® but it must be admitted that some of 
those who hold the cost view, and most accountants, appear willing in 
practice to permit expediency to creep in and to allow the use of other 
than cost for certain things and under certain circumstances.®^ Most of 
those who allow the use of other than cost limit such latitude to current 
assets. 

Some favor the complete elimination of adherence to purchase price 
in the accounts.®^ The support for this view is generally encountered in 
those who conceive of the purpose of accounting as management control 
or the protection of equities. 

A cost basis for accounts is criticized unfavorably sometimes on the 
score that changes in the general price level are buried in cost figures 
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and that no accurate calculation of income is possible if costs incurred at 
different general price levels are used together in computing income.®^ 
If the income concept for accounting and tax purposes is increased 
control over wealth, a theoretically accurate computation of increased 
control over wealth requires that net return expressed in terms of money's 
worth must be adjusted by the amount of money’s worth which merely 
compensates for a change in tihe general price level. In other words, a 
true net income concept requires that the income not only be in excess of 
expenditures, but that there be a true accretion in economic power. 

There is merit in this objection, but index numbers and other devices 
have not been developed fully enough yet to be suitable for use by ac- 
countants in adjusting their income calculations. 

Objective data, those which are capable of independent verification and 
which are free from subjective valuation, are the most suitable on which 
to erect a system of income determination for tax as well as accounting 
purposes. Mere conservatism has no place in the determination of income 
for tax purposes on an objective basis.®* 

Administration of a law which permits subjective considerations to 
creep in is almost impossible, if inequalities and evasions are to be kept 
down to a minimum. The conception of the function of accounting which 
requires dependable information is, therefore, the most satisfactory upon 
which to erect our accounting standards if they are to be acceptable also 
for income tax purposes. 

The most suitable concept of income for income tax and accounting 
purposes is §ie net realized increase of economic power from all sources, 
measured in terms of money between two points of time, excluding addi- 
tional investments and withdrawals of capital 



CHAPTER III 
PERIODICITY 

Income is the net accretion to economic power between two points of 
time, excluding, of course, withdrawals and additional investments.^ From 
an ideal standpoint, income should be computed for the entire period of 
existence of a business entity. 

The practical concept of income formulated in Chapter II specified that 
the computation of income was to be made for arbitrary periods of time 
shorter than the full life of the business enterprise. Such periodic calcula- 
tions are necessary to satisfy the demands of those interested in a business 
for cunrent information of its conduct and progress. Tax administration 
and government financing also require short term calculations of income 
and periodic tax collections. 

If income were calculated for the entire life-span of an enterprise, there 
would be few diifficult problems to face. The assets on the opening balance 
sheet could be evaluated, totaled, and compared with the money on hand 
after realizing on all of the assets and after liquidating the liabilities. 
These figures could then be adjusted for the relative purchasing power 
of the capital originally invested as compared with that which remained 
after liquidation. The difference would be income, i.e., the net accretion 
to economic power. 

Matching 

The introduction of periodic calculation has made it necessary to chop 
off segments of gross income inflow and to match them with those items of 
expenditure which can be said to be related to the inflow. 

This matching device is quite obvious for operating inflows and out- 
flows. There usually are some inequalities between the outflows and their 
related inflo’W’'s; the result is either gain or loss (net positive or net negative 
income). There may be outflows made with the intent of inducing inflows 
but which have missed their mark entirely; these are also operating losses. 

The matching procedure for non-operating recurrent items is a bit more 
difiBcult to use. For example: the outflows related to inflows of interest 
and dividends received by a corporation can be traced indirectly to the 
dividends or interest paid to the suppliers of capital to the corporation 
which has received the interest or dividend inflow in question. Objection 
may be raised that dividends paid are not an expense and, therefore, 
can not be considered an outlay, in the nature of an expense, made to 
induce a revenue inflow. If the theory that a corporation is a business 
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entity apart from its shareholders is accepted, ^ distributions of income 
made to any equity can be considered in the nature of expenses for the 
use of capital 

Sinee particular equities can not claim particular assets, if there are any 
capital contributors (such as short-term accounts payable) not entitled 
to interest or dividends, the assets they contribute may be considered to 
be used (on a pro rata basis with the assets contributed by the other 
equities) by the corporation for the investments which are the source of 
the dividend or interest inflow. To the extent that such short-term 
contributors, or others, are financing the corporation without a return for 
their services, the dividends or interest received by the corporation may 
be said to be inflows, similar to gifts, not matchable with outflows. Inflows 
of dividends or interest are, therefore, only partially subject to the match- 
ing process. 

The non-payment or deferment of interest or dividends by the recipient 
corporation to its own equities causes no diflBculty in reasoning regarding 
the matching operation. Such outflows are merely deferred outflows and 
theoretically should be accrued as expenses to be matched with inflows. 
This general procedure is now used in the case of interest payable but 
not for dividends. Dividends are not accrued, because generally they are 
not considered expenses. This differentiation between interest and divi- 
dends is based on emphasis on the idea that shareholders inherently rep- 
resent a proprietorship equity quite different from other capital-contribut- 
ing equities.® 

Ultimate non-payment of dividends by the corporation does not, in 
itself, negate the idea that such dividends are expenses, because a com- 
parable situation arises when any accrued expense liability is left unpaid. 

Finally, this matching concept adapts itself also to non-recurring, non- 
operating inflows. For example: we match what we receive on the sale of 
a fixed asset with the book figure for that asset disposed of. The difference 
is a net inflow or net outflow. An apparent exception to such matching is 
found in the case of gifts received. There appears to be no offsetting 
outflow for such items. Non-recurring, non-operating outflows can not 
always be matched with inflows, either, A ready example is an outflow 
occasioned by fire or other destruction. 

To summarize the subject of matching;^ 

Operating inflows can always be matched with operating outflows to 
some extent. Operating outflows may not always be matched with operat- 
ing inflows. 

Recurrent, non-operating inflows can not always be matched with out- 
flows; nor can recurrent, non-operating outflows always be matched with 
inflows. 

Except for items in the nature of gifts, non-recurrent, non-operating 
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iiiflows can be matched with outflows. Non-recurrent, non-operating out- 
flows are not always matchable with inflows. 

Matching is put into operation by means of accruals and deferments in 
order to bring related inflows and outflows into the same arbitrary income- 
calculation periods.^ 

From a theoretical viewpoint, it is not important whether we match 
the incomes (by deferring or accruing them) with the expenses or whether 
we match the expenses with the incomes. From a practical point of view, 
the incomes are less easily recognized than are expenses, and the matching 
of them with expenses might be risky in that the income might never come 
into being; outflows do not always cause inflows. It is easier to accrue 
expenses and to relate them with ascertained incomes, because expenses 
are more predictable and subject to control and forecast. 

From the tax standpoint, the matching of incomes against expenses 
might be inexpedient, because in many cases a taxable income computed 
thus would not carry with it the ability to pay taxes. 

Care must be exercised to prevent distorting matching into a device 
for showing artificially stable income figures. 

Neither the conception of income as a stream nor tlie accrual theory of account- 
ing implies that calculated periodic net income will be regular and even in 
amount. The accounts therefore should not be distorted or artificially stabilized 
in order to cause the income statements for a series of periods to report a 
smooth flow of net income.® 

Accrual Basis for Income Determination 

Recognition of the accrual method’' of accomplishing the matching of 
inflows and outflows of assets is widespread and of long standing in the 
field of accounting.® 

The only known method of applying all expenses, costs, and charges to the 
gross income which arises from the use of the charges is to record the costs in 
the period in which they belong. This is known as the accrual method. 

Under the accrual method everything which belongs in an accounting period 
is thrown Into that period. Conversely, every transaction in one period which 
affects the income of an earlier or later period is thrown out.® 

The Revenue Act of 1909 required the cash basis of accounting for income. 
An immediate protest was made by accountants, and the law was admin- 
istered so as to permit the use of the accrual method instead. 

There appears to have been some doubt as to the intent of the Revenue 
Acts of 1918, 1916, and 1917,^® In an attempt to clear up the uncertainty, 
the Treasury Department stated that the words "paid’’ or “actually paid”: 

. . * does not necessarily contemplate that there shall be an actual disburse- 
ment in cash or its equivalent. If the amount involved represents an actual 
expense or element of cost in the production of the income of the year, it will 
be properly allocated even thou^ not actually disbursed in cash, provided it is 
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so entered upon the books of the company as to constitute a liability against its 
assets, and provided further that the income is also returned upon an accrued 
basis.^^ 

If in the course of its business, a corporation credits the accounts of indi- 
viduals, firms, or corporations with the amount of any expenses . . , due them, 
thereby maldng them subject to the personal drawings of such creditors, or if 
expenses actually incurred are vouchered in definite amounts, the amounts so 
credited or vouchered may be treated as paid, and if the amounts so credited 
or vouchered are expenses incurred concurrently with and in the production of 
the income of the year, they may be allowably deducted therefrom.^^ 

All expenses . . . incidental and necessary to the creation or production of 
the gross income or properly charged against the same, being deductible from 
the gross income whether paid in cash or entered on the books as a liability, 
cannot, if unpaid, be carried forward to be deducted from the gross income of 
a subsequent year.^® 

This 1916-1917 Article was incorporated into Section 200 of the 1918 act, 
which stated: 

The term ^ paid” for the purpose of the deductions and credits under this title 
means ^"paid or accrued” or ‘paid or incurred,” and the terms "paid or in- 
curred” and "paid or accrued” shall be construed according to the method of 
accounting upon the basis of which the net income is computed under Section 
212 . 1 * 

The acts of the succeeding years have contained provisions substantially 
similar in nature.i® However, in 1924, a phrase was added in Section 
200(d), which materially weakened the announced position of the Treas- 
ury in regard to accrual accounting, and is perhaps the cause for some 
deviations between accounting and tax provisions. This phrase was: "un- 
less in order to clearly reflect the income the deductions or credits should 
be taken as of a diflEerent period.’^i® Underlying this provision was Section 
234 (a) (4) of 1921, which authorized the Commissioner to deduct losses 
in a year other than that in which sustained, if necessary to reflect income 
clearly. 

The regulations and sections of the acts regarding paid, paid or ac- 
crued, and paid or incurred were made necessary by the relatively poor 
way in which the 1913 act was drafted. This clarification that accrual 
accounting was intended was required, because the 1913 act was, in 
large measure, a restatement of the 1909 law, a law which was drawn up 
to require a cash basis of income calculation.^^ 

Further evidence of the intention of the Treasury to make matching, 
hence to allow accrual accounting, fundamental in the computation of 
income, can be found in the 1913 and subsequent regulations^® regarding 
cost of materials. 

Article 123, 1913: 

In ascertaining expenses proper to be included in the deductions to be made 
under the item of "Expenses,” corporations carrying materials and supplies on 
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hand for use should include in such expenses the charges for materials and 
supplies only to the amount that the same are actually disbursed and used in 
operation and maintenance during the year for which the return is made. 

And Article 130, 1916-1917 added: 

If a corporation carries materials or supplies on hand for which no record of 
consuniption is kept or of which physical inventories at the beginning and end 
of the year are not taken, it will be permissible for the corporation to include 
in its expenses and deduct from gross income the total cost of such supplies and 
materials as were purchased during the year for which the return is made. 

In 1921 and subsequent years the word incidental was inserted as the 
fifth word in the first sentence of the above quotation. In 1918, additional 
words were added to the last sentence; they were: "provided the net in- 
come is clearly reflected by this method.’’ The latter portion of Article 
130 is merely a recourse to the cash basis, but perhaps the phrase added 
in 1918 would prevent the handling of inventories on a cash basis when 
the balance of the accounts are on an accrual basis. 

On the surface, it appears that the Federal income tax acts permit 
matching of inflows and outflows by the use of accrual accounting, but 
many of the differences which have arisen between accounting and in- 
coma tax methods of computing income can be traced to a difference in 
the manner of handling accruals. The Treasury Department has even 
been accused of arbitrarily allocating incomes and deductions incorrectly 
in order to circumvent the statute of limitations set up relative to amended 
tax returns.^'^ 

We can judge the extent to which the income tax method for handling 
accruals differs from that found in accounting by examining the regula- 
tions and court decisions regarding the time element used in matching up 
individual items of gross income with their related expense. 

The Regulations are quite specific that, in general, strict periodicity in 
accruing and matching incomes and expenses is required. Article 127, 
Regulations 33, of the 1916 and 1917 acts provided that: "The expenses, 
liabilities, or deficit of one year can not be used to reduce the income for 
a subsequent year.” Regulation 45 of 1918 stated:^® 

Each year s return, so far as is practicable, both as to gross income and deduc- 
tions therefrom, should be complete in itself, and taxpayers are expected to 
make every reasonable effort to ascertain the facts necessary to make a correct 
return. . . . The expenses, liabilities, or deficit of one year can not be used to 
reduce the income of a subsequent year. A person making returns on an accrual 
basis has the right to deduct all authorized allowances, whether paid in cash 
or set up as a liability, and it follows that if he does not within any year pay 
or accrue certain of his expenses, interest, taxes, or other charges, and makes 
no deduction therefor, he can not deduct from the income of the next or any 
subsequent year any amounts then paid in. liquidation of the previous year's 
liabilities. A loss from theft or embezzlement occurring in one year and dis- 
covered in another is deductible only for the year of its occurrence. Any amount 
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paid pursuant to a judgment or otherwise on account of damages for personal 
injuries, patent infringement, or otherwise, is deductible from gross income 
when the claim is put in judgment or paid, less any amount of such damages as 
may have been compensated for by insurance or otherwise. If subsequent to 
its occurrence, however, a taxpayer first ascertains the amount of a loss sus« 
tained during a prior taxable year which has not been deducted from gross 
income, he may render an amended return for such preceding taxable year, 
including such amount of loss in the deductions from gross income, and may 
file claim for refund of the excess tax paid by reason of the failure to deduct 
such loss in the original return. . , 

Almost identical Articles are included in the Income Tax Regulations at 
the present time, and in those for the intervening In 1921 and 

subsequent years, losses from theft and embezzlement are deductible in 
the year sustained, rather than in the year of occurrence as in 1918. The 
significance of this change is doubtful, but it may be interpreted as a very 
slight relaxation of a rather rigid rule. 

A more important alteration of the law subsequent to 1918 is the 
inclusion of an additional sentence, as follows: 

It is recognized, however, that particularly in a going business of any mag- 
nitude there are certain overlapping items both of income and deductions, and 
so long as these overlapping items do not materially distort the income they 
may be included in the year in which the taxpayer, pursuant to a consistent 
policy, takes them into his accounts. 

There are few persons who would find cause for objection in the above 
sentence. It violates absolute theory, perhaps, but it does not alter materi- 
ally the income calculation. This concession on the part of the Treasury 
away from strict adherence to periodicity is limited to those items which 
are recurring and which tend to offset each other. In order that the 
offset may work, consistency in treatment is required and is absolutely 
necessary. Consistency has also been insisted on in several cases by the 
Board of Tax Appeals and the courts^^ and also by accountants.^* 

The provision in Article 111 of Regulation 45 of 1918 regarding the 
non-deductibility of expenses belonging to prior periods is sound. If the 
tax authorities were to be lenient in the matter, all sorts of irregularities 
and evasions could be practiced by taxpayers by taking deductions when 
it would be most to their advantage to do so. Any attempts at smoothing 
out income for a period of years should be handled through loss carry- 
over provisions. 

The Regulations provide limited relief to the taxpayer in the form of 
amended returns and recalculated taxes for prior years in which adequate 
deductions were not taken. Unfortunately—although, from an administra- 
tive standpoint, necessarily— a statute of limitations seriously prevents 
complete restatement of all prior periods \yhich were in error. 

In the Regulations pertaining to the 1916 and 1917 laws, additional 
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emphasis is placed on the proper method for correcting errors in the 
calculation of income, 

. , , if it does not within any year pay or accrue certain of its expenses . . . and 
makes no deduction therefor, it can not deduct from the income of the next or 
any subsequent year any amounts then paid in liquidation of the previous 
years liabilities. 

Ample support can be found for this position in other Treasury rulings 
and in court and Board of Tax Appeals decisions?® 

Similar decisions have been made in regard to the inclusion of income 
within the proper period. The fact that income was incorrectly included 
in a prior year does not justify excluding it in a later year when it is 
properly taxable,®'’' nor claiming it as a deduction in a subsequent year?® 

Contrary to this position of more or less rigid periodicity in the income 
tax can be noticed a trend among accountants toward including all cor- 
rections of past periods' income in the current profit and loss statement 
instead of in surplus?® This situation should not be considered too seri- 
ously as the basis for adverse criticism of the tax when we are comparing 
accounting calculations of income- with those provided for income tax 
purposes, because different and graduated tax rates of different years 
must be taken into consideration. 

Those' who favor such treatment usually specify that a special section 
be provided in the profit and loss statement for such items, in order to 
keep them separate from current figures. The intent of such inclusion is 
to make it possible to obtain a picture of total accmnulated income for 
an enterprise merely by assembling all profit and loss statements for the 
periods involved.®® This device is intended as a practicable alternative to 
drawing up amended profit and loss statements for prior periods, although 
amended statements are considered by some as ideal treatment, as is the 
case under the Federal income tax?^ It must not be inferred, however, 
that there is complete agreement as to the desirability of amended state- 
; ments?® ' 

In addition to these rules regarding correction of errors of prior periods, 
certain other regulations and decisions have been issued concerning 
matching for income tax purposes. Some are in agreement with that which 
accountants feel is correct; others are in contradiction. 

The earlier incsome tax treatment appeared to treat accrued items as 
items which have become due.®® In other words, an actual liability had to 
be incurred before an accrued expense might be used or an' actual asset 
had to be receivable before an income might be taken up. The emphasis 
was on legal form and title; the wider accounting view of matching, which 
may in fact be necessary before actual legal rights are affected, was 
overlooked. '■ « 

However, it should be noticed that the usual accounting rules which 
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require the use of sales or other verifiable events as the point at which to 
recognize a gain or a loss on the disposal of property are quite similar to 
the above type of income tax provision for the treatment of accrued items. 

Definite evidence of this attitude regarding accruals is found in 1922 
in the following Income Tax Unit rules: 

There must be an actual liability incurred before an amount may be accrued. 
Where a liability has actually been incxirred and is uncertain only in the actual 
amount necessary to discharge it and the actual date at which it must be dis- 
charged, an amount representing a reasonable estimate of such actual liability 
incurred may be set up as an accrual and will constitute an allowable deduc- 
tion for Federal income tax purposes for the taxable year in which such liability 
was actually incurred. Where a liability is not to be incurred until the happen- 
ing of some contingency, such contingency must happen before there is, of 
course, a liability actually incurred, and prior to such time no amounts can 
properly be accrued in respect thereof for income tax purposes.®^ 

, . .in order to be accruable in the taxable year for which a return is made, 
a valid right to income must have arisen or existed in that year, which is en- 
forceable on the date the income is due. If, however, the right to an amount is 
contingent upon the happening of some future event, there is no certainty that 
it will be paid or will accrue. In this event no income accrues from a fixed and 
determinable source, and no right to anything arises or exists in the taxable 
year which can be accounted for as income under any system of accounting, 

A later decision, made in 1926, by the Supreme Court included a broader 
view oi accrued:^^ 

In a technical sense it may be argued that a tax does not accrue until it has been 
assessed and becomes due; but it is also true that in advance of the assessment 
of a tax, all the events may occur which fix the amount of the tax and determine 
the liability of taxpayer to it. . . . In the economic and bookkeeping sense with 
which the statute and the Treasury Decision were concerned the taxes had 
accrued.®^ 

Other decisions were handed down in 1926 which were in agreement with 
the above decision®^ and appear to overrule previous decisions of the 
Board of Tax Appeals.®^ 

A satisfactory decision was handed down, in Mobile Drug Company v, 
to the effect that a deduction accrues when the conditions happen 
on which it depends and not when the evidence becomes available to 
prove these conditions. This merely supports the regulations already dis- 
cussed. If evidence of an expense or loss comes to light in a subsequent 
period, proper treatment requires amended returns for prior years rather 
than adjustment in the current return. The cash basis for determining 
income is based on the idea of entering an item only when more or less 
definite evidence, in the form of cash, is present. When the conditions 
happen is not always evident in the case of losses. A discussion of possible 
accruals of losses is included in Chapter V— Non-Recurring Items. 

The trend in decisions is in the direction of a better conception of the 
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meaning of accrual. This trend is not a reason for too much optimism, 
however, because there has been some vacillation in the rules and deci- 
sions promulgated about and since the time of this group of decisions. 

In 1925, a satisfactory decision was handed down to the effect that if 
a taxpayer kept his accounts on an accrual basis and purchased supplies 
for future periods as well as for a present year, some of the supplies should 
be deferred and deducted from the gross income of the year in which the 
supplies were used."^^ A similar decision was made a few years later in 
which the accrual basis of accounting was required for a steamship com- 
pany which sold cruise tickets in one year and incurred related expenses 
in a subsequent year.'^^ 

The matter of treating prepaid subscriptions for income calculation on 
an accrual basis has also been the cause of some confusion under the 
income tax. G.C.M. 20021 held that receipts for prepaid subscriptions were 
income regardless of when they were earned, provided the amounts were 
received without restriction as to use or disposition. This rule has been 
limited to a particular case, however (a case in which the taxpayer, al- 
though on an accrual basis, had consistently taken up income when re- 
ceived), because the general effects of G.C.M. 20021 have been removed 
by a later special ruling of the Bureau of Internal Revenue.^® 

Shortly thereafter, the Board of Tax Appeals again recognized the real 
nature of accruals when it held that 1920 earnings were 1920 income on 
an accrual basis, even though the amount was not known until 1921.’^ 

This series of satisfactory decisions was broken in 1930 in a case in 
which the Board of Tax Appeals decided that' for a taxpayer on the accrual 
basis, who received fees on an annual basis as well as for a three-year 
period, all fees collected were income when ^ received.'^® 

In 1939, the view of accrued as has become due was again rejected as 
it was in 1926 in the Yale and Towne Manufacturing Company case. In 
the more recent issue,^® the Board reversed the Gommissioner s disallow- 
ance of accrued property taxes; there were two dissenting votes, how- 
ever. 

In spite of the above trend of court decisions, statutes, and regulations, 
in 1939, the Bureau of Internal Revenue still adheres to the legal idea of 
accrual as has become due in the case of taxes. The Bureau selects a date 
at which taxes are said to become a liability and overlooks proper accrual. 
The Board of Tax Appeals has reversed the Bureau and upheld proper 
accrual, and cited U.S. u. Anderson.^'^ 

The striking feature of the position of the Bureau * . . is that it will not in the 
long run, produce . . . additional revenue ... it upsets the accounting practices 
of taxpayers, causes them considerable unnecessary annoyance and expense; and 
on occasion leaves an unwary taxpayer with a deduction disallowed as appli- 
cable to prior years for which no refand can be obtained.*® 
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The proper xjse of reserves forms an important part of the accmal basis 
for matching expenses with their related incomes. Certain reserves are 
indicative of accumulated deductions from gross income for expenditures 
made with the intent of obtaining income. 

Expenses accumulated by the reserve method are allowable, just as in 
the case of all expenses, only to the extent that Congress is willing to 
allow them.^® 

Reserves may be classified into two major groups: (1) accrued or 
accumulated expenses®® (including loss reserves related to operations)®^ 
and (2) segregations of surplus. 

The latter type has nothing to do with income calculation. It is com- 
posed merely of book entries made to classify income accumulated from 
prior periods. Surplus reserves are not considered in either accounting®® 
or income 'tax calculations of income.®® 

One accounting authority has expressed the matter thus : 

It is generally recognized that the past period should be charged with only so 
much loss as is in prospect as a result of declines which have actually taken 
place. Therefore if provision for additional loss is to be made, it must be made 
out of surplus. ... As the loss has not yet taken place, the reserve is a part of 
the surplus. . . 

In several decisions, so-called depredation charges on leased property 
were correctly considered surplus allocations and were disallowed.’ 

It is diflBcult to classify self-insurance reserves as surplus reserves or 
operating reserves.®® If they are surplus reserves, the charges therefor 
should not be deducted from income; and under the Federal income tax, 
they are considered non-deductible provisions for future losses. 

There is no unanimous agreement among accountants as to the nature 
of a self-insm:ance reserve. Some believe it is an operating item;®® others, 
an allocation of surplus for mere contingencies,®^ 

The provision for self-insurance reserves is not deductible for the 
Federal income tax. In 1913 it was stated: 

Funds set aside by a corporation for insuring its own property are not a proper 
deduction, but any loss actually sustained and charged to such fund may be 
deducted.®® 

The terminology in the above 'quotation is poor; reserves and funds are 
confused. In 1916-1917, an attempt was made to clarify the matter by 
adding the following words after ^Tund*" in the last line: "or reserves, if 
such hinds are set aside, or a reserve therefor is set up/"®® 

This early provision has been supported many times since then in 
Bureau, Board, and court decisions. Additions to reserves for self-insur- 
ance equal to estimated premiums payable to life insurance companies 



32 The Taxation of Corporate Income 

have been held not deductible, even though the risk was so great that 
no insurance conld be obtained.®® 

In using reserves, care must be taken to prevent artificial leveling of 
net income figures. Such stabilization is approved in neither accounting®^ 
nor income tax calculations of income. 

In an effort to prevent such distortion of profits, it has been held for 
income tax usage that before an accrual of expense may be charged to 
income, an actual liability therefor must exist;®^ a reserve for a liability 
which merely may arise in the future is not deductible.®® It has not been 
required, however, that the actual amount and date of discharge be 
known; a reasonable estimate of such liability may be set up.®^ Account- 
ants agree that reserves for known losses which will occur, although the 
amounts may not be certain, are often as accurate and certain as are 
estimates of depreciation, obsolescense, and like items.®® 

As far as the income tax is concerned, it has been fairly well established 
that deductions may not be taken for losses which are mere possibilities 
and which are contingent on the occurrence of later events.®® The official 
view of the matter was expressed clearly in the Farmville Oil Fertilizef 
Company C3ise:^'^ 

That a reserve for inactive contingencies such as possible repayments, price 
discounts, or price rebates, the amounts of which have not been fixed or fairly 
susceptible or ascertainment prior to the end of the taxable year in question, 
is not the basis of a statutory deduction has now become a settled doctrine. 

The line between mere contingency reserves for future losses, expenses, 
or liabilities and present expenses which are settled by future disburse- 
ments is difficult to distinguish. The guiding rule should be to match tibe 
incomes and related expenses. Expenses which have benefited or which 
represent assets expired in a given period should be allocated to that 
period by accruing or reserving. Perhaps, if the word reserve were omitted 
and accrued were substituted, less misunderstanding would arise. 

Many accountants do not adhere to this matching procedure, however, 
and introduce into current income calculations future losses not applicable 
to present operations.®® They do this in the interests of conservatism, often 
misguided. Conservatism may be commendable in some cases, but it 
often results in misstated income calculations. There is no very valid 
reason why taxpayers should expect the Treasury to tolerate guesses 
which reduce taxable income, merely because the taxpayer is tr^ng to 
be conservative; most taxpayers are not willing to be taxed on guesses 
regarding unrealized incomes. Perhaps this is one place in which income 
calculations for tax and for general business purposes may legitimately 
differ. But, even here, conservatism can be introduced by the businessman 
by surplus reserves and not by reductions of current income figures. 

Following a great host of decisions,®® it has become settled that reserves 
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for anticipated future expenses or future losses are not deductible, even 
though the accrual basis of accounting is follo^ved. The allowances for 
obsolescence and bad debt provisions are apparent exceptions to the 
rule 

If these future expenses are pure contingencies and the reserves there- 
for are surplus reserves, there is little objection to the income tax deci- 
sions; but some legitimate accruals have been disallowed. 

Perhaps the most palpable variance between actual net income and Treasury 
net income lies in the charges against income which are certain in effect but 
uncertain in amountJ^ 

It may be that inaccuracies attendant on such estimates are so great that 
inconie computed after allowing such indefinite deductions would not be 
a suitable tax base. 

The diflBculty of measuring such accruals has been mentioned even by 
one who is a staunch advocate of such deductions. 

When we speak of allowances for probable losses we force ourselves into the 
position of prophets who must translate the future into the present. We set 
ourselves an impossible task and then proceed to do it the best we 

In spite of the fact that a prospective disbursement of assets can not 
make a future expense out of an item now related to current income, 
many income tax decisions have held that such items are non-deductible. 

In a group of cases, reserves for future maintenance of construction 
work have been disallowed, although the income on such work has all 
been taken up currently Provision for such maintenance work is a 
proper deduction from current income, either as a present expense or as 
deferred income. If adequate records and computations are presented to 
support such items, the deductions should be allowed. 

Several other sets of cases similar to the construction cases were 
decided against the taxpayers. In each case income was not permitted to 
be deferred, nor were anticipated expenses under contract permitted to be 
deducted. 

In several cases involving cemetery companies, reserves for mainte- 
nance were disallowed and the entire gross income received was held 
subject to tax. The deciding factor appeared to be that when amounts 
were added to such reserves similar sums were not also segregated in 
distinct maintenance funds.*^"^ These decisions appear to confuse reserves 
and funds. Contributions to funds have no bearing on income calcu- 
lations. 

The confusion of the court is evident in the following statements: 

Under the oral contract petitioner was under no restriction, contractual or 
otherwise, as to the disposition, use, or enjoyment of the fund.^® [and:] More- 
over petitioner has treated the entire amount herein involved as income by 
using it for purposes not contemplated by the trust, which it agreed with its lot 
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pmcBasers that it would not do, and by failing to establish the fund which it 
agreed to establish, and it therefore is not in a position to ask the court to use 
it for the purpose of avoiding taxation by considering the thing done which it 
has itself continuously failed to do 

The court, in these two cases, has set up a test which has no meaning 
for income calculation. It is a test which it does not apply to accrued 
wages, salaries, or any other accrued liability; in none of these cases is 
it required that an offsetting fund be set up. The disposition of assets 
does not determine income. 

In the 1926, 1928, and 1932 laws,^^ a concession was made to permit 
a reasonable allowance for future expense liabilities in the case of casual 
sales or dispositions of real property. This provision might well have 
been extended to all types of income, casual or otherwise, in order to 
allow matching to be used more fully. The privilege granted was subject 
to the limitations included in the following quotation from the 1926 
provision: 

In the case of a casual sale or other casual disposition of real property, a rea- 
sonable allowance for future expense liability incurred under the provisions of 
the contract under which such sale or other disposition was made, under such 
regulations as the Commissioner, with the approval of the Secretary, may pre- 
scribe, including the giving of a bond, with such sureties and in such sum 
(not less than the estimated tax liability computed without the benefit of this 
paragraph) as the Commissioner may require, conditioned upon the payment 
(notwithstanding any statute of limitations) of the tax, computed without the 
benefit of the paragraph, in respect of any amounts allowed as a deduction 
under this paragraph and not actually expended in carrying out the provisions 
of such contract 

This provision was not included in the 1934 act, because it was felt 
that other sections covered the matter adequately. 

Prior to the 1926 provision, similar rules applicable to all sales of real 
estate were laid down in a number of decisions, one of which stated: 

It is well established that as a matter of law the petitioner has the right to in- 
clude in its cost such estimated future expenditures for the development of the 
property as required by its contract of sale.*^® 

Other taxpayers sold service contracts to customers, in which they 
agreed to repair their automobiles for a given period of time. Even 
though they were on the accrual basis and took up the gross amount 
as income, the taxpayers were not permitted to deduct reserves for 
future services to be performed,®^ 

As recently as 1938, this type of unsatisfactory disallowance of re- 
serves necessary for proper matching has been made in Treasury rules. 
In this case a publisher who collected long-term subscriptions in advance 
was required to report the gross amount when received. No allowances 
were made for the related expenses necessary to fulfill the agreement 
(paper, print, labor, delivery expenses, etc.).®^ 



Periodicity 35 

Another controversial type of reserve is one that can be estimated 
accurately within the experience of the business and be set up to provide 
for recurring future losses which are associated with current operations 
and income.®^ This type of reserve does not cover future events which 
are merely uncertain contingencies properly reserved from surplus. The 
deduction for this sort of thing is based on a risk-cost theory of loss. 

If there is a cost factor whose incidence is irregular, like the loss from industrial 
accidents suffered by manufacturing enterprises, cost accounting undertakes to 
spread it over all operations. The justification offered for this practice is that 
the cost chargeable to a given product is the risk of loss attaching to the opera- 
tions which resulted in die product, rather than the loss suffered in accidents 
which chanced to occur in those operations. The operations for a given period 
may show no accidents, but it does not follow that those operations have carried 
no risk of accidents. If the cost accountant neglects this risk, he is not showing 
an accurate coordination of costs and incomes.^^ 

Accident experience is practically as certain as any other expense and when 
the employer assumes the attendant risk there at once arises a liability-certain 
as to the event, contingent as to the amount. Experience— not stipulated pre- 
miums— is the practical basis for finding that contingent amount.®^ 

This theory of charging income with all actual and prospective operating 
losses has gained favor among accountants.®^ Among reserves for such 
losses are included reserves for pensions,®® income taxes, ®^ predictable 
accidents,®® self-insurance,^® predictable losses on guarantees,®® and 
repairs,®^ 

Iq general, the income tax has not allowed losses occurring in the 
future, even though they are related to current taxable income.®® 

A reserve for legal damages expected to be awarded against the 
taxpayer was disallowed; emphasis was placed in this decision on the 
absence of a legal liability at idle time of accrual.®® A reserve for expected 
losses from patent litigation has been held not deductible. The actual 
amount is deductible in the year in which the decision is final and 
payment is made.®* An opposite decision was arrived at in several Board 
of Tax Appeals cases of earlier years.®® In those cases, the taxpayer re- 
ported on the accrual basis and set up a reserve to cover estimated 
liability for breach of contracts incurred in the course of business. The 
liability was determined and paid early in the subsequent year, but the 
taxpayer was permitted to deduct in the year of breach the amount of 
damages subsequently paid. 

Among other such reserves which have not been permitted to be 
deducted are reserves for the following: return of unsold magazines,®® 
cost of audit of current year s accounts to be performed in the succeeding 
year,®^ cost of collecting bad accounts,®® sales commissions which are 
dependent on collection from the customer to whom sale was made,®® 
repairs,^®® cash discounts,^®^ and returns and allowances.^®^ 

A better situation exists in regard to aocmed reserves for the redemp- 
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tion of trading stamp liabilities. In 1931, such items were disallowed, 
but in and 1937^^® it was ruled that such items were accrued 

liabilities and were deductible if properly based on experience. Permis- 
sion for the subtraction on a liability for redemption of trading certificates 
was granted in the Regulations of 1932 and subsequent years.^^® 

Long-Term Income 

The unuesirable consequences of periodicity in certain cases have been 
recognized by those who advocate plans for averaging taxable income, 
for carrying losses forward, or for presenting cumulative statements of 
income.^*^^ The concept of income underlying such schemes is a long- 
term, full-life rather than an annual conceptioni^^® 

Recently some sentiment has arisen among accountants for preparing 
profit and loss statements^®® which show all income and income-reducing 
items, even though they are not altogether related to the particular 
period for which the calculation is being made. 

An attempt to deal with extraordinary gains and losses on an annual 
basis has caused many tax difficulties and inequities. Not much success 
has been had in applying accrual methods to such items, either. Yet, 
unless matching methods are used, lump gains or losses are taken in the 
year in which the extraordinary inflow, and in most cases the arbitrary 
outflow also, occurs. A haphazard basis such as this invites manipulation 
by taxpayers and arbitrary and inequitable rules and limitations by the 
Government 

Plans for averaging income for several periods or for carrying over 
losses to other periods have been suggested to get around this difficulty 
in matching. There is a great deal of justification for special tax treat- 
ment of extraordinary gains and losses, because they are not easily 
predictable or readily accruable and because they are recognized sud- 
denly in lump sums. Undue distortion arises when such gains or losses 
are thrown into the taxable income of one year, because of progressive 
rates of taxation. Schemes for complete adjustment of the income of 
past periods are usually not administratively feasible. 

The use of average or carry-over schemes is not a complete rejection 
of periodicity. To the extent that ordinary, recurring items are allowed 
to be averaged or carried-over, periodicity is rejected. There is no such 
rejection in so far as these methods are an attempt, however crude they 
may be, to apply matching to situations which lack the necessary 
predictability to make ordinary accrual methods readily workable.^^® 

This attempted spreading out of extraordinary gains and losses does 
indicate, however, a renunciation of the idea that there is anything 
inherently different in capital gains and losses from that which is found 
in the more stable forms of incomes and outgoes. It does involve recog- 
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nition, moreover, that the sale is not entirely satisfactory as the point at 
which to measure income realization. 

The use of averages in computing and taxing income remedies much 
of the difference in results achieved by determining income on an accrual 
as contrasted to a cash basis, 

Average Income . 

Thebe have been no provisions in the Federal income tax for using 
average income,^^^ as such, as the basis for taxation, but methods of 
averaging have been tried in Wisconsin and in North Dakota, Most state 
income tax laws ignore such devices because of the necessary admin- 
istrative difficulties involved.^^^ 

In 1927, Wisconsin adopted a three-year average method. The tax 
rate of any given year was applied on the average income for the three 
preceding years. Although this plan had a stabilizing effect on tax 
revenues, in 1931 it was repealed, effective in 1934. The principal objec- 
tion to the plan was that ability to pay and the time for payment of 
the tax might not coincide. There might be a large income in the first 
of a series of years and none in the next two, yet the taxpayer would be 
forced to pay in the latter years a tax based on the average.^^^ 

Some plans have been devised to overcome this lack of ability to pay, 
but there is some doubt of administrative practicability. One elaborate 
plan of this nature has been devised by Martin Atlas.^^® 

Another device has been suggested which is similar to the carry-over 
and the average plans; it is a cumulative income tax. The organization of 
it would follow somewhat that of the Federal gift tax. It could be 
operated on a cumulative basis for the full life of the taxpayer, as is the 
gift tax, or it could be cumulative for the duration of an entire business 
cycle or other series of years. 

North Dakota has already put into operation a form of cumulative 
income tax.^^^ It provides for complete deduction of prior-year losses; 
such losses may be deducted from the profits of current years until such 
time as the total of the operations over the entire period represents a 
profit. 

Carry-Over of Losses 

Loss CABBY-OVER schemcs have had their place in our income tax law, 
but have not always been thorough-going and have been the target for 
much criticism throughout the period of the income tax. 

The 1909 act was criticized adversely by those who held a long-range 
view of income, because the privilege of loss carry-over to the next 
year with a net revenue was not granted the taxpayer. 

In 1934, Magill, Parker, and King presented a report based on tiieir 



38 The Taxation of Corporate Income 

study of the Britisli income tax. They found that losses under the British 
system may be carried forward for six subsequent years, and: 

Furthermore, such business losses may be used not only to offset subsequent 
business gains, but may also offset income from lands, from interest, and from 
other miscellaneous sources for the same year as the year in which the loss is 
incurred. From the point of view of equity, there is much to be said for the 
British system, although it is evident that the revenue must be adversely af- 
fected.^^« 

Corporations with widely fluctuating earnings (most durable goods 
industries) have suffered by reason of limited carry-over provisions, as 
contrasted with those having steady earnings. The Business Bulletin of 
the Cleoeland Trust Company, May 15, 1937, stated that for the years 
1918 to 1934, 39 per cent of the income of the lumber and wood 
products industry was absorbed by Federal taxes, while only 19 per cent 
of the income of the printing industry was so taken.^^^ Although during 
much of this period a two-year carry-over of net losses was allowed, 
apparently inequality still existed. 

In 1937 and 1938, the American Institute of Accountants Committee 
on Federal Taxation advocated either a tax based on five years’ average 
earnings or a carry-over privilege of five years. The committee felt that 
either plan would accomplish the following desirable goals 

(1) Equalization of the tax burden. 

(2) Stabilization of Federal revenue. 

(3) Minimization of administrative problems. 

(4) Minimization of controversies regarding the year in which an item 
belongs. 

(5) Use of a long-range viewpoint. 

There was no provision for carry-over of net losses in the 1913, 1916, 
and 1917 acts.^^^ 

In the 1918 act, Section 204(b), it was provided that: 

If for any taxable year beginning after October 31, 1918, and ending prior to 
January 1, 1920, it appears . . . that any taxpayer has sustained a net loss, the 
amount of such net loss, shall ... be deducted from the net income of the tax- 
payer for the preceding taxable year; and the taxes imposed by this title and 
Title III for such preceding taxable year shall be redetermined accordingly. 
... If such net loss is in excess of the net income for such preceding taxable 
year, the amount of such excess shall ... be allowed as a deduction m com- 
puting the net income for the succeeding taxable year. 

In its discussion of Section 204(b) of the 1918 act, the Senate Finance 
Committee said that the absence of carry-over privileges in the law up 
to 1918 allowed for simplicity of administration but permitted serious 
injustice under actual business conditions and current high tax rates.^^^ 

The Senate Finance Committee was in favor of allowing net losses of 
1917 or 1918 to be deducted in the succeeding taxable year; and net 
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losses in future years to be deducted from net income of the preceding 
year, or if such losses were in excess of the net income for such preceding 
year, the excess to be deducted from income in the succeeding year. 

The Section was finally confined to net losses sustained during taxable 
years beginning after October 31, 1918, and ending before January 1, 

1920 

Emphasis in this section appears to be placed on a carry-back to a 
preceding year rather than on a carry-forward. Apparently the idea is 
that the tax of the earlier year should be small enough to allow a reserve 
to absorb losses of the next year. 

In 1924, a net loss of 1920 was held, by court decision, not chargeable 
against income of prior years under Section 204 of the 1918 act,^®^ The 
year of 1920 appears as a gap in the period in which a carry-over was 
allowed. It was covered neither by the 1918 act nor by the 1921 act. 

Perhaps, in order to simplify administration by making amended re- 
turns unnecessary, emphasis was changed from the preceding year to the 
succeeding year in 1921. In both the 1918 and 1921 acts, three years 
might be affected; in 1918— the preceding, current, and succeeding; in 
1921— the current and next two succeeding. 

Section 204(b) of the 1921 act stated: 

If for any taxable year, beginning after December 31, 1920, it appears . . . that 
any taxpayer has sustained a net loss, the amount thereof shall be deducted 
from the net income of the taxpayer for the succeeding taxable year; and if 
such net loss is m excess of the net income for such succeeding taxable year, 
the amount of such excess shall be allowed as a deduction in computing the net 
income for the next succeeding taxable year. ... 

Section 204(b) of the 1921 law remained substantially unchanged until 
the 1932 act was passed. In the intervening years, a two-year carry-over 
of net losses to succeeding years was permitted.^’^® 

In 1932, an effort was made to remove the loss carry-over provision 
altogether, but it was retained, reduced from two to one year. The new 
provision had a partially retroactive effect also. 

If, for any taxable year, it appears ... that any taxpayer has sustained a net 
loss, the amount thereof shall be allowed as a deduction in computing the net 
income of the taxpayer for the succeeding taxable year (hereinafter m this 
section called ^'second year”); . . 

If for the taxable year 1930 a taxpayer sustained a net loss within the provi- 
sions of the Revenue Act of 1928, the amount of such net loss shall not be 
allowed as a deduction in computing net income under this title. If for the 
taxable year 1931 . . . , the amount of such net loss shall be allowed as a deduc- 
tion in computing net income for the taxable year 1982. . . 

The Senate Finance Committee opposed complete exclusion of the 
privilege on the grounds that it was necessary to protect against hardships 
inherent in a tax law based on.arbitmry annual accounting periods and 
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that taxpaying ability does not exist if a substantial part of a years 
profits are necessary to cover a prior years losses?^® 

The House bill contained the words "after the taxable year 1933” in 
Section 117(b), in the first sentence, after "If, for any taxable year” but 
they were stricken out by the Senate Finance Committee. The limitation 
of the carry-over to one year and the suggestion of its complete elimina- 
tion were prompted by an urgent need for revenue?^® 

The phrase in the House bill regarding 1933 is interesting in that it 
indicates a willingness by the House to make a change, after 1933, to 
the one-year plan, although the Senate forced through the one-year rule 
in the 1932 act. Apparently the House desired complete elimination in 
1932, Be that as it may, the reduction in 1932 and the need for revenue 
laid the groundwork for the drastic change introduced in the National 
Industrial Recovery Act, passed January 16, 1933. The N.I.R.A,^®^ re- 
pealed Section 117 of the 1932 Act (in addition to other sections) as of 
January 1, 1933. Prohibition of the carry-over privilege altogether thus 
occurred for the first time since its inclusion in the act of 1918. 

The reason given for the elimination was the necessity for prevention 
of further distortion of tax liability on the part of taxpayers,^®^ although 
this may be doubted in view of the revenue-enhancement purpose ad- 
vanced in 1932, 

In spite of the objections of businessmen and accountants,^®^ the right 
of carry-over had no part in the general income tax computation of 
income until it was reintroduced in the revenue act of 1939. 

The 1939 act does much to make the tax burden more equitable as 
between taxpayers with steady and those with fluctuating incomes.^®® 
The two-year carry-over used in the revenue acts of the 1920 decade was 
reintroduced by Section 122. 

The term "net operating loss carry-over’^ means in the case of any taxable year 
the sum of: 

(1) The amount, if any, of the net operating loss for the first preceding 
taxable year; and 

(2) The amount of the net operating loss, if any, for the second preceding 

taxable year reduced by the excess, if any, of the net income (computed with 
the exceptions and limitations provided in subsection (d) . . ,) for the first pre- 
ceding taxable year over the net operating loss for the third preceding taxable 
year.^'®^. ■ ■ 

As used m this section, the terms "third preceding taxable year,” "second 
preceding taxable year,” and "first preceding taxable year” do not include any 
taxable year beginning prior to January 1, 1939.^^®“^ 

This reform has been received with skepticism, however. The carry-over 
privilege was included in our system during the relatively prosperous 
1920 s; but when corporations began to operate at a loss, the privilege 
was limited in 1932 and withdrawn completely in 1933. Perhaps, history 
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may repeat itself and the carry-over provision may again be withdrawn 
when business becomes unprofitable and Government revenues scarce.^^^ 

Limitation of Losses 

The net losses permitted by the acts of the various years to be carried 
over to preceding or succeeding taxable years have always been limited 
amounts and have not been the same figure as shown on the tax return 
for the year of the net loss. 

The first limitation appeared in the 1918 act, since no carry-over 
provision was included in the 1913, 1916, and 1917 laws. Section 204(a) 
of 1918 stated; 

That as used in this section the term ‘het loss” refers only to net losses resulting 
from either (1) the operation of any business regularly carried on by the tax- 
payer, or (2) the bona fide sale by the taxpayer of plant, buildings, machinery, 
equipment or other facilities, constructed, installed or acquired , . . on or after 
April 6, 1917, for . . . the prosecution of the present war; and when so resulting 
means the excess of the deductions allowed by law (excluding in the case of 
corporations an amount allowed as a deduction under paragraph (6) of sub- 
division (a) of section 234)^^^ over the sum of the gross income plus any interest 
received free from taxation both imder this title and under Title 

The early intent clearly was to allow a carry-over only of net operating 
losses; aU other items were excluded, with the exception of losses arising 
out of facilities devoted to aiding the Government in the War, 

This section was expanded suflBciently in 1921 to justify a complete 
quotation of Sec. 204(a) of the 1921 act 

That as used in this section the term "net loss” means only net losses resulting 
from the operation of any trade or business regularly carried on by the taxpayer 
(including losses sustained from the sale or other disposition of real estate, 
machinery, and other capital assets, used in the conduct of such trade or busi- 
ness); and when so resmting means the excess of the deductions allowed by 
section 214 or 234,^^® as the case may be, over the sum of the following: (1) 
the gross income of the taxpayer for the taxable year, (2) the amount by which 
the interest received free from taxation under this title exceeds so much of the 
interest paid or accrued within the taxable year on indebtedness as is not per- 
mitted to be deducted by paragraph (2) of subdivision (a) of section 214 or by 
paragraph (2) of subdivision (a) of section 234, (3) the amount by which the 
deductible losses not sustained in such trade or business exceed the taxable 
gains or profits not derived from such trade or business, (4) amounts received 
as dividends and allowed as a deduction imder paragraph (6) of subdivision 
(a) of section 234, and (5) so much of the depletion deduction allowed with 
respect to any mine, oil or gas well as is based upon discovery value in Beu of 
cost. 

Again, the major limitation is that the losses be suffered in trade or 
business. Unlike the 1918 law, the 1921 act permitted losses on long- 
Mved assets used in the business to be treated as operating losses; the 
1918 act permitted such to be carried over only if incurred on assets 
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acquired after a certain date and for the express purpose of furthering 
the prosecution of the War, This provision of the 1921 act, therefore, 
represents a decided Improvement over the previous act. 

The net loss for carrying-over must be reduced by the excess of tax- 
free interest received over non-deductible interest paid to acquire or 
hold such tax-free interest bearing securities. A further reduction must 
be made for net deductible losses not sustained in such business (the 
excess over taxable gains derived from such sources). 

Dividends received and allowed as deductions and the excess of 
depletion based on discovery value deducted over depletion based on 
cost must both act as a reduction on the loss carry-over allowed. 

In short, in determining net loss for carry-over purposes, the income 
tax ignores its own provisions for determining net taxable income. 
It sets up certain adjustments designed to get at the real net loss of the 
taxpayer. Most of the things it adjusts for (tax-free interest, dividend 
credits, and depletion adjustments due to discovery value) should be 
adjusted for in its regular computation of income also. They represent 
items which are handled differently for usual tax purposes from the 
treatment given them in accounting calculations of income. The net 
loss carry-over is thus more logical than are the provisions for determining 
taxable net income. The limitation on net losses over net gains derived 
from non-operating sources is not defensible, however.^^^ A carry-over 
provision, to be helpful and to recognize the long-range and over-all 
character of income, should allow the carrying over of all net losses. 

The artificial nature of depletion based on discovery value is definitely 
recognized in this section. Such recognition should be extended to other 
sections of the law as well.^^* 

The provisions of Section 204(a) of the 1921 act remained in force 
substantially unchanged throughout the entire period of 1921-1932.^^® 
In 1928 and 1932, the provision regarding discovery value depletion was 
expanded to include percentage depletion also.^^"^ 

When the carry-over provision was re-introduced in 1938, the limita- 
tion on "net loss*' was also restored in part. Section 26(c) (2) of 1938 
states; ' 

As used in this title the term "net operating loss” means the excess of the deduc- 
tions allowed by this title over the gross income, with the following exceptions 
and limitations— 

(A) The deduction for depletion shall not exceed the amount which would 
be allowable if computed without reference to discovery value or to percentage 
depletion under Section 114(b) (2), (8), or (4); 

(B) There shall be included in computing gross income the amount of in- 
terest received which is wholly exempt from the taxes imposed by this title, 
decreased by the amount of interest paid or accrued which is not allowed as a 
deduction by section 23(b), relating to interest on indebtedness incurred or con- 
tinued to purchase or carry certain tax exempt obligations. 
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Tbe limitation provision has again been changed and expanded in the 
1939 act 

As used in this section, the term “net operating loss” means the excess o£ the 
deductions allowed by this chapter over the gross income, with the exceptions 
and limitations provided in subsection (d).^^® 

The amount of the net operating loss deduction shall be the amount of the 
net operating loss carry-over reduced by the amount, if any, by which the net 
income (computed with the exceptions and limitations provided in subsection 
(d) (1), (2), (3), and (4) exceeds, in the case of a taxpayer other than a corpora- 
tion, the net income (computed without such deduction), or, in the case of a 
corporation, the normal-tax net income (computed without such deduction);^**® 
The exceptions and limitations referred to in subsections (a), (b), and (c) shall 
be as follows: 

(1) The deduction for depletion shall not exceed the amount which would 
be allowable if computed witiiout reference to discovery value or to percentage 
depletion under section 114(b) (2), (3), or (4); 

(2) There shall be included in computing gross income the amount of inter- 
est received which is wholly exempt from the taxes imposed by this chapter, 
decreased by the amount of interest paid or accrued which is not allowed as a 
deduction by section 23(b), relating to interest on indebtedness incurred or con- 
tinued to purchase or carry certain tax-exempt obligations; 

(3) No net operating loss deductions shall be allowed; 

(4) Long-term capital gains and long-term capital losses shall be taken into 
account without regard to the provisions of section 117(b). As so computed the 
amount deductible on account of long-term capital losses shall not exceed the 
amount includible on account of the long-term capital gains, and the amount 
deductible on account of short-term capital losses shall not exceed the amount 
includible on account of the short-term capital gains;^*^-"® 

Carry-Over of Net Loss 

Regakding Section 206(b) of the 1924 act, the Senate Finance Com- 
mittee made it clear that the amount of net loss shall be deducted in 
computing net income for the succeeding years but not in computing 
net loss of the succeeding To allow the latter would be equiva- 

lent to permitting net losses to be carried indefinitely until they were 
wiped out.^®® 

The intent that net losses should not be carried forward to create net 
losses was made quite clear in section 117(a) (6) of the 1928 act:^®^ 

In computing the net loss for any taxable year a net loss for a prior year shall 
not be allowed as a deduction. 

This attitude was upheld by court decision.^®^ 

Length of Arbitrary Income Determination Period 

When periodicity is introduced into the income calculation, a decision 
must be made regarding the sort of arbitrary period to be used. It has 
been customary to use iie year as the measure of time, because the year 
denotes a natural cycle for many things. A question may be raised, how- 
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ever, as to whether or not the use of approximately three hundred and 
sixty-five days is natural for business affairs. Some business concerns 
already have deviated from the use of twelve months and have altered 
their accounting year to include thirteen approximately equal periods, 
but they have stil remained within the same total number of days. 

Perhaps, Instead of using one year as the income determination period, 
some device should be used for calculating income for a number of years 
encompassed within a complete business cycle. Tentative tax returns 
and payments could be made, subject to revision as the years of the 
cycle unfold, and tentative tax rates could also be used subject to later 
revision as conditions require. The important thing is that a complete 
economic cycle could be used as the basis for income determination, 
especially for tax purposes. The question might be raised as to the 
duration of the cycle to be used. Historical information might be the 
basis for advance determination of the duration of the cycle, or it might 
be left unforecast and subject to later determination as events reveal 
themselves. It is not by any means suggested that the dehmitation of 
the cycle would be an easy matter, but it is merely offered as a possible 
way out of our difficulties. 

Fiscal or Calendar Year 

Even if the alternatives to a year as the income calculation period are 
dismissed, there is still the problem of choosing the beginning and end 
of the year to be used. Inertia has caused the calendar year to be chosen 
in most cases, but it is encouraging to note the increasing use of the 
natural business fiscal year instead of the calendar year.^®® 

The Federal income tax law recognized early and has since allowed 
the use of a fiscal year other than the calendar year by the taxpayer.^^^ 
For convenience, of course, it has been required that the tax year must 
end on the last day of some month.^®* Perhaps, since in some cases this 
provision has caused a slight deviation from the Use of a natural fiscal 
year by the taxpayer, it might not be placing too heavy an administrative 
burden on the Bureau to allow fiscal periods to end in the middle of a 
month. 

The attitude of the Treasury Department has been stated in the Regu- 
lations^®® thus: 

The Federal income-tax law authorizes corporations, . . . under certain con- 
ditions, to make their returns on the basis of an established "fiscal year'" or 
consecutive 12-months period, which may be other than the calendar year. 

The use of a natural business year already points in the direction of a 
more judicious selection of the period for determining income.^®'^ It is, in 
a sense, a short-term business cycle. Perhaps, this is 4e opening through 
which may be driven the use of a full, long-life economic cycle for the 
determination of income. 



Periodicity 


45 


Summary , of Chapter 

Fundamentally, income is a long-range concept, hut since individual 
business enterprises have assumed longer periods of life, it is inexpedient 
to await the termination of the life of the business enterprise before 
measuring income. Periodicity, the use of short arbitrary periods, has 
come into vogue, bringing with it the major problem of accounting- 
matching. 

The matching of asset inflows and outflows encompasses the following 
problems: 

(1) Differentiation between capital and revenue expenditures,^®* 

(2) Amortization of long-lived assets.^®® 

(S) Accruals and deferments. 

(4) Reserves. 

(5) Classification of recurring and non-recurring inflows and outflows.^®® 

(6) Determination of the emergence or realization of gross income.^®^ 

(7) Use of carry-over and average income schemes for taxation pur- 
poses. ^ 

This matching procedure has long been recognized in accounting and 
the income tax, but there has been some disagreement as to the implica- 
tions of matching and the methods for putting it into operation. 

In accounting, the plan generally has been to determine gross income 
on its emergence and to relate with it any asset outflows (expenses or 
costs) which can be said to be related. In addition to such matching 
deductions, certain additional outflows (losses) unrelated to any inflows 
must be deducted from the net inflows already determined. 

There has been steady improvement in the income tax concept of 
accrual since 1909, when, although the act was not so enforced, a cash 
basis was the sole method approved by statute. The 1913 act was 
designed to include accrual accounting, and so were all of its successors. 

The Bureau has allowed deviations from strict periodicity only where 
it is necessary to reflect income correctly and in cases of overlapping 
items which offset each other and have been consistently treated. 

Limited relief from disallowances of deductions and changes in the 
point at which income is said to have emerged has been provided by the 
use of amended returns. Such relief is only partial, because a statute of 
limitations has been set up in regard to amended retums.^®^ 

Recognition of accrual under the income tax is slower than under 
accounting methods. The law has placed great emphasis on the existence 
of a valid claim enforceable by law. Emphasis is on the determination 
of whether or not the income or expense has become due, rather than 
upon the matching procedure. 

From about 1915 to 1925, the statutes and decisions regarding the 
income tax have h^H the idm of coming dm* In 1926, the Supreme 
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Court handed down three decisions which recognized the broad matching 
concept of accrual. Since that time, the general trend has been toward 
the accounting view of accruals, although some few scattered decisions 
have been made to the opposite effect. The Bureau of Internal Revenue 
still maintains its old attitude, however; it was reversed twice in 1939 
by the Board of Tax Appeals on this matter. 

Certain plans for leveling out the pealcs and valleys of income acquisi- 
tion have been incorporated in our income tax system for most of the 
years of its existence. The first carry-over of net loss was for two years 
and was introduced in the 1918 act and applied to 1918 and 1919. There 
was no such provision in 1920, but one was reintroduced in the 1921 act 
From the 1921 law to and including the 1928 act, a two-year carry-over 
was permitted. In 1932, the carry-over was limited to one year; in 1933 
it was removed entirely. It was reinstated in modified form in 1938 and 
has been continued in 1939; in the earlier year it was a one-year carry- 
over; in 1939, a two-year carry-over. 

The loss to be carried over has always been a limited amormt and not 
the loss as shown on the tax return. In 1918 it was restricted to operating 
losses and fixed asset losses associated with the furthering of the war. 
All fixed asset losses connected with the business were allowed in 1921. 
Limitations on capital losses or fixed asset losses have appeared in all of 
the laws in which carry-over provisions have been included. 

In the 1921 and succeeding acts, (1) net tax-free interest income is 
included in income for the pmq)Ose of determining net loss for carry- 
over, and (2) only depletion based on cost may be included in the loss 
figure. Both of these adjustments are satisfactory and might well be 
extended to the ordinary computation of taxable net income. 

The calendar year usually has been selected for both tax and account- 
ing use, although accountants have advocated and the income tax has 
always permitted a fiscal year. 

In certain respects the trend of the income tax has been good. 

(1) Since 1926, the nature of accruals has become better recognized. 
More relief should be furnished for corrections of returns of prior periods, 
however. 

(2) Carry-over losses have been allowed up to 1933 and have been 
resumed in 1938 and 1939. Whetiier or not a two-year carry-over is 
adequate is open to debate. Some of the limitations to the loss to be 
carried forward are excellent and should be applied to the general deter- 
mination of income. Others, dealing with capital gains and other extraor- 
dinary gains, should be modified or removed. Except for its reinstatement 
after an absence of several years, ftere has been no real improvement 
in this provision. 

(3) Slightly increased use, with the sanction of the Revenue Depart- 
ment, has been made of fiscal years for income calculation. 



CHAPTER IV 

INCOME REALIZATION 


The broad conceft of income is net increase in purchasing power 
gained from the time of the inception of an enterprise to the time of its 
dissolution (exclusive of additional investments and withdrawals). 
Realization^ is not important in this conception, because measurement is 
made after dissolution. Arbitrary, short-term income calculation periods 
cause realization to assume an important position in the determination 
of income. 

It is a common assumption that profits exist only when the increment in wealth 
is realized. In this opinion there is rather unusual agreement of many account- 
ants, jurists, and economists/^ 

Essentially, realization is necessary for a usable determination of 
income, in that it marks a convenient place at which objective and fairly 
accurate measurement of income may take place. Income might exist 
other than at the time of realization, but for practical purposes, it is not 
measurable and is not recognized.® 

. , . there is a widespread agreement that the accountant is concerned primarily 
with realized profits, unfortunately there is failure to agree as to when profits 
are realized or as to the circumstances or conditions which constitute realiza- 
tion.^ 

The tax rules for realization or recognition of income for measurement 
are built around the requirement of objectivity, convenience, and ability 
to pay. Subjective conceptions have no place in a good tax system: most 
accountants feel that unverifiable opinions, likewise, should have no 
position in accounting calculations of income.® Emphasis on objectivity 
forces the abandonment of recognition of certain items which have a 
place only in theoretical concepts of income. 

Practically, unmeasurable unrealized appreciations and decrements in 
asset prices must be eliminated from income.® Revaluations, unaccom- 
panied by exchange or loss transactions, have been omitted quite gen- 
erally from tax and accounting calculations of income,^ but an apparent 
inconsistency has been allowed to enter into the determination of income 
by means of downward revaluations of current assets.® 

Recognition of devaluations of current items is founded on the belief 
that such changes are more measurable and certain than are changes in 
fixed asset prices. Inconsistency arises when price changes upward and 
changes related to long-lived assets are omitted even though they may be 
fairly objective and measurable. If objectivity and measurability are the 
criteria for income recognition, they should be used consistently. 

[473 
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Opinions as to the time for recognizing income vary from those based 
on nnrealized appreciation to those based on a satisfaction-received basis. 
The former recognizes income earKer and the latter, later, than the usual 
closed-transaction rules generally followed in accounting and tax compu- 
tations of income. 

Each of the several possible times for recognizing income, and the re- 
lated accounting and income tax provisions, are considered in the re- 
maining pages of this chapter in the order in which they grant recogni- 
tion to the existence of income. 

Accrual Basis — ^-General 

Fob corporation income reporting, the accrual basis is given the most 
widespread approval by both accountants and the Federal income tax. 

As early as 1918® the Regulations provided for the accrual basis for 
income: 

Gains, profits, and income are to he included in the gross income for the taxable 
year in which they are received . . . , unless they are included when they ac- 
crue . * . in accordance with the approved method of accounting followed by 
(the taxpayer). .. . 

This provision was followed in 1921 and 1924.^® In the 1926 and subse- 
quent Regulations the rule has been substantially the same except for a 
change in wording.^^ 

Under the 1913 act, income accrued but not received was not taxable 
to corporations.^^ However, the accrual basis was added to the law in 
1916.^® In subsequent years, the Board of Tax Appeals has upheld the 
validity of the accrual basis.^^ 

Whenever the cash basis does not indicate the true circumstances, a 
tax return on the accrual basis must be filed.^® 

Because of measurement diflSculties in some cases, however, full accrual 
income deteimination is not used. Even in some cases in which accruals 
might be computed, they are ignored and a form of objective event rule 
is substituted.^® 

Bond discounts and premiums, interest, and amortization of assets^^ are 
generally considered to accrue and are given recognition before the 
occurrence of some objective event. 

Tlie denial that profit can exist without a sale and the simultaneous recognition 
of accruing interest as profit is another of the many inconsistencies in accounting 
practice.^® 

Such items are accrued if they are considered sufficiently measurable and 
collectible. However, doubtful measurability or collectibility are sufficient 
reasons for non-recognition of the accrual of items. 

The Bureau of Internal Revenue has been criticized on the score that 
it has insisted that mortgage-holders on an accrual basis should accrue 
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interest as income even when the interest has been in default for some 
time.^® An early ruling held that interest accrued and entered on; the 
books is taxable even though of doubtful collectibility.^® Emphasis was 
thus placed on the legal existence of a right of collection; in such cases 
a deduction was permitted for items when they were proved uncollectible. 

The Board of Tax Appeals agrees with one critic who made the 
statement that: 

The propriety of the application of the principle of accrual accounting Is ab- 
rogated unless there is reasonable expectancy of current realization,®^ 

In many cases, the Board and the courts have held that where books 
are on the accrual basis, there is no requirement that income which may 
never be received shall be accrued.®® 

A taxpayer may not exclude from income an item merely on the ground 
that it may have to be repaid in a subsequent year if certain conditions 
materialize. The unrestricted right to the use of money in the interim is 
considered the important characteristic j®® 

Under the Regulations of 1913, there was some confusion as to the 
taxability of unrealized appreciations. At least one Article®^ apparently 
sanctioned the taxation of such items, but was reversed by a later 
treasury decision.®® 

The Regulations in more recent years have ruled out mere apprecia- 
tion as a subject for taxation: 

, . . appreciation in value of property is not even an accrual of income to a 
taxpayer prior to the realization of such appreciation through sale or conversion 
of the property.®® 

Both the courts and the Board of Tax Appeals have supported this rule.®’' 
If objectivity is to be the basis for accruing income, it is difficult to 
understand why changes in prices of assets should not be made when 
independent and objective market quotations are available. Such quota- 
tions are frequently more truly objective than are prices set in certain 
sale or exchange transactions. The only thing such quotations lack is 
reliance upon them in a transaction consmnmated by the enterprise for 
which income is being computed. 

A frequent objection advanced against using such quotations is that 
the market price may drop and wipe out the gain. This objection is 
valid but applies equally well in many cases of completed transactions. 
The proceeds from such transactions might be reinvested in other 
property which also might drop in price, or the money received might 
be of less value following a subsequent increase in the general price level 

Accrued Basis — Performance of Function 

A FORM OF accrual computation and a deviation from the general sale 
rule for taking up income is given the support of accountants and the 
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income tax law in the case of certain special types of sale transactions. 
This method of calculation recognizes income before a sale is made. 

Frequently income is recognized at the time production is completed 
or as production progresses and before any sale has been completed. 
This exception to the general rule is tolerated when the sale is assured 
and is considered only an additional step in the productive process. 
Cost-plus contracts, long-term contracts, production to order arrange- 
ments, and production of natural resource products with assured buyers 
(farm-price method) are considered eligible for such special treatment. 

Natural increases due to growth are also often given recognition as 
realization of income. Examples of such increases are found in any in- 
dustry whose product undergoes aging, in cattle-raising, in orchard 
operations, and so forth. 

Closed Transactions — General 

The closed transaction rule is not invariably applied in accounting, 
witness the use of accruals. 

. • * There are two main tests applied in determining when charges or credits 
to income account arise— one is the accrual test, and the other is the test of 
completion of a series of transactions. We say that a charge or credit to income 
arises when a series of transactions is completed— not because the gain or loss 
is, in fact, attributable to that one moment of time, but because the rule, though 
conventional, has worked well in practice.^® 

It is peculiar that although so very much emphasis is placed by ac- 
countants on the closed transaction, they criticize adversely the income 
tax (becoming due) concept of accrual.^® 

Both accounting and tax computations use the closed transaction as 
an attempt to get at money's worth®® or income in terms of cash; both 
are ability to pay conceptions of income; emphasis is on the subjection of 
the net increase in assets to the recipients' "separate use, benefit, or 
disposal." The general requirement that an adjusted cost basis for assets 
be used in income determination is another manifestation of the stress 
placed on the closed transaction for calculating income. 

When is a transaction closed and completed? Tlie usual rule is that 
an objective event marks the end of one transaction and the start of 
another. Just what the event should be is diflBcult to determine. The 
usual choice is the sale transaction. The sale event as the end of a 
transaction is subject to many exceptions in which income is recognized 
either before or after the sale. 

Ordinarily, in order that a transaction shall be considered objective, it 
must be a completed transaction with an outsider, as distinguished from 
the corporations dealings with itself or its stockholders. It is not abso- 
lutely necessary that every detail of a transaction be completed in order 
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that the transaction be considered closed for income tax purposes.®^ 

There is no invariable rule for determining the end of a transaction^ 
and, for that reason, the closed and completed transaction basis for 
recognizing income is open to the objections voiced against any other 
rule based on a shifting foundation. 

In some cases, income might well be deferred past the point of objective 
realization because of certain related expenditures which remain to be 
made. Whether the income is deferred or the expenditure accrued is of 
little moment. The important thing is that net profit of the present 
period is reduced. 

Cases involving future maintenance by contractors are illustrative of 
this problem. It has been held that amounts withheld by the vendee to 
guarantee maintenance are not income at the time the job Is completed.**® 
The Board has said that: 

... a taxpayer on the accrual basis is not required to include in income sums 
to be received in the future where there is a substantial contingency as to the 
amount to be received or the time of its receipt, . . 

In other similar cases, such amounts were not withheld and the full 
amount of the contract was taxed, although a maintenance guaranty was 
required.®"^ Emphasis was thus placed on the fact that in this latter case 
amounts were received unrestricted as to use. 

Closed Transactions — Sales and Exchanges 

A CLOSED transaction between unrelated parties dealing at arms-length 
is considered by most accountants and the income tax provisions as 
being capable of furnishing the most objective evidence of income. Many 
assumptions are tied up in this closed and completed transaction con- 
cept which are often missing from actual transactions. A free exchange 
between fully competent and cognizant traders in arms-length dealings 
is frequently not the actual case. The income tax law has banned, there- 
fore, some colorable transactions, even though it grants recognition to 
the completed transaction basis in general. 

The advantages of the sale as a test of income realization may be 
said to be that it is accurate in most cases, uses a regularly recurring 
business transaction, is simple in operation, is fairly uniform in applica- 
tion, can be varied in unusual cases, indicates what has or shortly will 
become cash, and has a preferred legal standing (evidence of a com- 
pleted transaction). 

That a sale is not complete evidence of the existence of income has 
been recognized in the case of sales the proceeds from which are of 
doubtful collectibility®® and in the proposals frequently made that some 
sort of averaging procedure should be used for income determination.®^ 
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Provisions for doubtful accounts are also a recognition that the sale 
itself is not absolute proof of income but only a safe and convenient 
point for measurement in most cases. Reserves for future maintenance®® 
also weaken the idea that sales are always final evidence of income. 

Even the application of the sale rule is not simple, since there is no 
great amount of certainty and uniformity in its application, as can be 
seen from the examples to be enumerated below. 

Goods sold and invoiced but held by the manufacturer are not to be 
considered in income unless they can be identified specifically and are 
in deliverable condition.®® Where, under state law, no title (legal or 
equitable) passes to the purchaser under conditional sales contracts, 
there is no sale in the year of the contract from which taxable income 
is derived,^® However, it has been decided that title passes where the 
parties intend; legal rules do not govern if the intention is otherwise.'^^ 

A sale may be a closed transaction even though the purchase price may 
not have been determined definitely There is no uniform agreement as 
to the role the passage of title should have in the sale transaction for 
income determination purposes. Some people feel that title should pass 
before profit is recognized, but this appears to be too extreme.'*® 

It is nevertheless true that accounting practice has not been very meticulous in 
its observation of the matter of passing title but has more generally specialized 
on the fact of shipment as the indication that the sale transaction is complete, 
though in certain types of sales contracts title undoubtedly passes at some 
earlier point.^* 

Probably with the wide diversity in methods of retaining or passing title in 
installment sales agreements title has become of less accounting significance.^® 

The Board of Tax Appeals has decided that a sales transaction is 
closed when the sales contract definitely fixes the liability of the parties 
and nothing remains for either party to perform to make the transaction 
a binding one.*® A similar rule has been worked out by the court and 
has been the subject of adverse criticism by accountants.*'^ The court 
said: 

If a taxpayer receives earnings under a claim of right, and without restriction 
as to its disposition, he has received income which he is required to return even 
though it may still be claimed that he is not entitled to retain the money, and 
even though he may still be adjudged liable to restore its equivalent.*® 

Where property is acquired as a whole for a lump sum, and parts are 
sold, profit is to be computed on the parts sold; one need not wait until 
the entire cost is recovered.*® 

Closed Tramaciions — Sales and 
Bxehmnges^Exceptmm 

In SOME cases it is considered satisfactory, even preferable, to delay 
recognition of income beyond the point of the sale itself. 
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. * . profit Is deemed to be realized when a sale in the ordinary course of busi- 
ness is effected, unless the circumstances are such that collection of the sale 
price is not reasonably assured.®® 

When the term of collection is long delayed and reasonable estimates of 
probable uncollectibility and expenses cannot be made, the sale may be 
regarded as not providing objective and accurate means of income 
measurement. Installment sales are examples of transactions which are- 
considered worthy of special treatment. 

According to the Regulations, deferred payment sales of real estate 
fall into two general classes: installment sales and deferred payment 
sales not on the installment plan.®^ Installment sales are characterized by 
a small down-payment and numerous small future payments. 

The Regulations of 1934, 1936, and 1938 stated that if the entire 
purchase price is to be paid in a lump sum in a later year, there being 
no payment during the first year, the income may not be returned on 
the installment basis. Income may not be returned on the installment 
basis where no payment in cash or property, other than evidences of 
indebtedness of the purchaser, is received during the first year, the 
purchaser having promised to make two or more payments in later years* 

Deferred Payment Sales of Real Estate 
Not on the Installment Plan 

Such sales of real estate, not on the installment plan are more certain 
of collection than are those in which only a small down payment is 
made and most of the balance is deferred far into the future. The 
obligations received from the purchaser for deferred payments are, 
therefore, to be regarded as the equivalent of cash. The profit indicated 
by the total consideration is taxable income for the year of the initial 
payments and the assumption of the obligations.^^ The ordinary sales 
rule is thus in effect.®® In the 1921 and subsequent Regulations, the 
obligations received are to be considered the equivalent of cash only if 
they have a readily realizable market value. 

Installment Sales of Real Estate 
and Personal Property 

The tax method for computing installment sales income is the accepted 
accounting method of basing income on a percentage of collections.®^ 

A person who regularly disposes of personal property on the install- 
ment plan may return as income in the year of payment that proportion 
of installment payments actually received in that year which the total 
profit realized or to be realized when payment is completed hears to 
the total contract price,®® Similar regulations antedated the law and have 
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appeared since 1916.®® Recognition was given the instaUment method in 
the acts of earlier years too, but the method of computation was not 
outlined.®^' 

In order that casual sales of personal property may qualify under the 
installment sales method they must exceed $1,000.00. In addition, such 
sales and sales of real estate may qualify under the installment plan for 
returning income if they have involved only a limited initial payment. 
The initial payment is held to include not only the down payment but 
also all other payments made in the year of sale.®^ A twenty-five per 
cent limitation was made in the acts up to that of 1928. Forty per cent 
was specified under the acts of 1928 and 1932. The limit was reduced 
to thirty per cent under the more recent statutes. 

The twenty-five per cent limit was raised in order to extend the 
privilege of the installment sales method to many more sales with no 
assured collections.®® But it was dropped later to thirty per cent from 
forty per cent because the Ways and Means Committee felt that in 
many cases recognition of income was being delayed unduly.®® 

Treasury Decision 2090, December 14, 1914, held that profits were 
to be taken when the sale was made. The Regulations of 1916-1917®^ 
relaxed the provisions. They permitted the percentage of collection 
method to be used in cases where the vender retained title; where title 
passed, the ordinary sale method was still required. In the Regulations 
of subsequent years and in several Board decisions, it was decided that 
income on installment sales could be reported on the installment basis 
regardless of whether or not title has passed.®® 

For a number of years, the installment method had been given general 
recognition under the law and specific recognition and discussion in the 
Regulations; but in about the year 1925, several Board decisions were 
issued to the effect that such Regulations were invalid under the 1924 
and prior acts.®® In order to validate the Regulations of prior years, 
Section 1208 of the 1926 act was made retroactive to the acts of all of 
the years as far back as that of 1916. 

The Regulations require that deductions must be taken in the year 
when the expenditure is paid, incurred, or accrued, and must not be 
allocated as is the gross income,®^ This rule has been upheld in several 
decisions.®® However, in several recent Board decisions, it was held that 
when real estate is sold on the installment plan, the selling expenses 
should be spread over the period of the installment payments and not 
deducted in full in the year of sale.®® 

The reserve method for bad debts is not available in the case of 
installment sales. The amount to be deducted is the unrecovered cost if 
the property is not recovered on default; the deduction should be taken 
when the default occurs.®^ 
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Long-term Contrmis 

Eecognition has been granted under the Federal income tax that special 
treatment may well be accorded the income from long-term contracts. 
The Regulations define long-term contracts as those which are not com- 
pleted within a year. Special provisions are restricted to long-term 
building, installation, and construction contracts; other types are not 
included. 

In cases wherein conti-acts are fully performed in one year, although pay- 
ment therefore may be deferred until the next, the income resulting from the 
performance of the contract shall be returned for the year in which it was ac- 
tually earned and determined.®® 

The Regulations have peimitted two special bases for recognizing in- 
come; the completed contract and the percentage of completion bases.®® 

The completed contract basis requires that all amounts received on a 
completed contract be returned as income in the year of completion; all 
amounts expended on the contract are deductible at the time of comple- 
tiqn in order to arrive at the net income on the contract completed. 

The alternate basis, the percentage of completion method, permits the 
taxpayer to include in gross income that proportion of the total contract 
price which the costs and expenses incurred bear to the total estimated 
costs and expenses. All expenses and costs incurred in the taxable year 
are deductible from the estimated income thus computed. 

The percentage of completion method has won some favor among 
accountants, although they indicate that it is a departure from the 
general sale rule of computing income. Adequate reserves and due con- 
servatism are recommended by those who are willing to permit the use 
of this method."^® Cost-plus contracts are similar to other long-term con- 
tracts; except for the bankruptcy or other inability of the vendee to pay, 
there is no probable loss to be incurred on such contracts, and conser- 
vative reserves are not advocated. 

Even prior to the Regulations of 1916, the Treasury Department 
accepted the cash accounting basis as well as the accrual method for 
determining income from long-term contracts.'^^ 

The Board of Tax Appeals has supported the use of both the com- 
pleted contract^® and percentage of completion^® bases and has advo- 
cated the same rules for computation as were included in the Regula- 
tions. Income on long term contracts should be reported at the time of 
completion rather than at the end of a guaranty period/^ 

Other examples of delayed recognition are short sales, in which com- 
pletion of a transaction is dependent on a subsequent purchase; C.O.D. 
sales;^® and approval sales, ixf which acceptance determines the point at 
which to measure income.^^ 
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Cash Basis 

Neixbek accountants nor Federal income tax rales favor the cash basis 
for income determination by corporations 

• . . in any case In which it is necessary to use an inventory, no method of ac- 
counting in regard to purchases and sales will correctly reflect income except 
an accrual methods® 

A modified cash basis is considered satisfactory, however, in the case of 
sales with long-delayed and uncertain collections. Installment and long- 
term contract sales are examples 

An extension of the cash collection method is found in the return of 
capital basis of computing income. This basis can be applied in two ways 
other than on the installment plan. One is to consider the first collections 
as profits until the balance receivable equals cost. This method is con- 
sidered too risky and contrary to fact. The other application of this basis 
is to regard the first collections as returns of capital and the balance as 
income. There is some advocacy of this third method when collections 
are extremely uncertain.®^ 

Neither the law nor the Regulations require income to be in the form of 
cash.®^ 

It is suflScient that such items, if otherwise properly included in the computa- 
tion, can be valued in terms of money.®^ 

The time as of which any item of gross income or any deduction is to be 
accounted for must be determined in the light of the fundamental rule that the 
computation shall be made in such a manner as clearly reflects the taxpayer's 
income. If the method of accounting regularly employed by him in keeping his 
books clearly reflects his income, it is to be followed with respect to the time as 
of which items of gross income and deductions are to be accounted for.®® 

These rules are as they should be. Income determination should not be 
placed on a mere cash basis, but must be stated in teims of money for 
practical exposition.®^ "'The only economically significant goods are those 
which are susceptible of evaluation in terms of money.”®® 

Satisfaction Basis 

Reai. economic income is measured by satisfactions. Awaiting the receipt 
of satisfaction for the recognition of income is required neither by 
accountants nor by the Federal income tax. A tax on satisfactions is 
more closely approximated by a sales tax than by an income tax. 

Dissolution Basis 

Income can be measured accurately only when the business is dissolved 
and its beginning purchasing power is compared with its ending 
purchasing power. Under present day conditions and the use of arbi- 
trary, short-term income periods, the dissolution basis is important only 
from a theoretical point of view. 
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Completed voyage or' venture accounting represent the nearest present 
day approaches to income calculation on a liquidation or dissolution 
basis. Even the former is now almost obsolete. 

Chapter Summary 

The kules for recognizing income as realized are quite similar in ac- 
counting and under the Federal income tax law. The emphasis is on 
objectivity; perhaps, more emphasis is placed on objectivity for tax 
purposes than is true in accounting calculations of income, 

The accrual basis has been recognized widely by accountants since 
before the advent of the income tax; the latter has contained definite 
recognition since 1916. Deviations, however, are made both in accounting 
and tax calculations in order to avoid measurement difficulties and in 
order to promote more objective determinations of income. Items of 
doubtful collectibility need not be accrued. 

The accrual basis is denied in the case of so-called unrealized appre- 
ciations of assets. This has been true of accounting and of the Federal 
income tax since about 1914. The accrual basis is recognized under 
about the same conditions and in about the same manner in tax and 
accounting calculations for income from long-term contracts, cost-plus 
contracts, production to order arrangements, and farm-price situations. 

Most reliance is placed upon the use of closed transactions for recog- 
nizing income. Exceptions are made for cases in which future mainte- 
nance must be furnished or in which collections are very doubtful. 

The sale or an equivalent event are usually chosen as the point for 
recognizing income. The sale is quite satisfactory in practice because of 
its relatively great objectivity and simplicity. That the sale is not com- 
plete assurance of the end of a transaction or the existence of income 
is evidenced in the problems presented by the following things: bad 
debts, maintenance agreements, average income proposals, short sales, 
long-term contracts, installment sales, C.O.D. sales, and approval sales. 
In general, the tax treatment of these special problems is similar to that 
given under accounting rules and procedures. In neither case has legal 
title been considered of very great importance. 

The cash basis has been quite generally disregarded by tax authorities 
and accountants in computing corporation income. Exceptions have been 
noted above in connection with special types of sales transactions. 

The receipt of satisfaction and ultimate dissolution of the business 
enterprise have been given no important recognition for tax or practical 
accounting purposes. 

The chaotic condition of the subject of accounting and tax determina- 
tion of income is probably due to the combined and inconsistent bases 
used for recognizing Income. There is widespread agreement that the 
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accrual basis should be applied to the theoretical computation of income, 
but, because of the practical diflSculties and subjective distortions which 
would result from the universal application of the accrual method, a form 
of closed and completed transaction test has come into general use along- 
side of a partial accrual basis. 

A correct calculation on the accrual basis requires a forecast of future 
events. Such forecasts are impractical and often impossible. Accounting 
and tax calculations require objective and measurable amounts. The result 
is that only certain things which are easy of measurement are accrued, 
and, in some cases, not even all measurable and verifiable things are 
accrued. 

If objectivity is to be the test for recognizing income, any test which 
assures objective measurement should be satisfactory. No single method 
for considering income realized is workable without confusion in practice. 
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NON-RECURRING ITEMS 

Recurring or Non-Recurring Items 

Pekhaps the chief purpose of business activity is to obtain increased 
control over purchasing power. Basically, all increases in purchasing 
power are alike in nature. The use of periodic income calculations has 
stressed operating income instead of total income and has caused income 
items^ to be classified as recurring and non-recurring types. Further 
modification has been required because of the inability of accountants 
and others to measure certain so-called unrealized changes in purchasing 
power. 

There appears to be more sentiment among accountants and others 
in favor of including all additions to and deductions from gross income 
in determining net income^ than in support of the exclusion of extraor- 
dinary gains and losses.® Those favoring such inclusion generally restrict 
it to realized items. 

The more one seeks for distinctions between abnormal losses and normal losses 
(assuming there is such a thing as normal losses), the more the question arises 
whether there is in fact any principle underlying such a distinction.^ 

Since it would appear that business and financial losses, both normal and ab- 
normal, arise from the same basic factors, it follows that abnormal losses are 
to be designated as such largely because of their being of unusual amount, and 
that this in turn Is due to unusual and diverse activity of forces which are 
operating more or less at all times, both good and bad. Should not, therefore, 
the losses occurring in any given period be charged to the income accounts of 
that period? This is generally recognized as the proper practice in the disposal 
of losses on working assets. . , 

Some persons draw the line between inclusion and exclusion on the 
basis of the control management has over the loss or gain. Those items 
clearly beyond the control of management (such as *Acts of God'') are 
excluded from the income calculation.® 

Periodicity has caused confusion to creep into the matter of so-called 
operating expenses and losses as contrasted with extraordinary or capital 
losses. There is no essential difference between them, except in the 
matter of frequency and predictability. In both cases, losses arise when 
(1) inflows are not sufficient to cover outflows of assets, and (2) there are 
no inflows to match, even partially, the outflows. 

Even though we may blame the use of periodicity for the rise of 
artificial classes, ’Such as capital .assets, capital gains, and capital losses; 
such unessential groupings are not necessary even when periodicity is 
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used. All that is needed is to recognize that some gains and losses are 
less predictable and occur less frequently and regularly than others. 

Asset outflows take the form of expenses, expense-losses, predictable 
extraordinary losses, and unpredictable extraordinary losses.^ Assets 
which have expired and have been covered by gross income are expenses; 
those which have expired and have not been entirely covered by gross 
income are ^expense-losses. Both expenses and expense-losses are re- 
curring and purposive in nature and are comparatively easy of allocation 
to proper income calculation periods. 

Asset expirations of an extraordinary nature are those which usually 
have occurred without direct intent of encouraging gross income asset 
inflows and are usually fortuitous in nature. 

Even if substantial agreement were to be reached that inclusion of 
all gains and losses in income is necessary, there would still remain the 
problem of allocating extraordinary gains and losses to proper income 
periods. 

Experience and adequate records make possible sufficiently accurate 
estimates of the probable amount of many losses and the sum to be 
allocated to particular income periods over the entire holding period of 
the asset disposed of. 

Other extraordinary losses are quite unpredictable and cannot be fore- 
told or spread among, several accounting periods accurately.® 

Flood, storm, and other catastrophic losses, and losses on the sale or 
other disposition of non-inventory assets are usually unpredictable and 
beyond the scope of matching by means of accrual accounting. How- 
ever, obsolescence, fire losses, inadequacy losses, abandonment losses, 
and similar items frequently are sufficiently measurable and subject to 
forecast to be the basis for periodic deductions in arriving at net 
income. In other cases, however, they too are sufficiently unpredictable 
and immeasurable to require exclusion from spreading. 

Provisions for doubtful accounts receivable, for self-insurance, and 
similar items are often considered forms of operating expense deductions.® 
Perhaps instead they should be classified as current period allocations of 
predictable losses which are expected to occur in the future. 

The various asset outflows differ principally in that the amount of 
predictability varies and makes measurement and provision impossible 
or too inaccurate for satisfactory use. 

When do extraordinary losses occur? Do they accrue gradually over 
the period the asset is held? Or do' they arise all at once when some 
event occurs? 

These questions must be answered before proper treatment of extraor- 
dinary losses can be prescribed for income calculation purposes. If it is 
decided that losses occur at a given moment rather than over a period 
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of time, perhaps it is necessary -to exclude all accruals of predictable 
extraordinary losses. Such exclusion might necessitate the removal of 
provisions for normal obsolescence, self-insurance, bad debts, etc., from 
the income calculation. 

However, it may be objected that bad debt losses are in existence from 
the very moment the non-cash sale is made and that, therefore, a reserve 
based on charge sales is proper, even though the ascertainmant of the 
actual amount of loss is delayed to a later date. In the case of deductions 
for accumulated normal obsolescence, a similar argument might be used 
to the effect that the loss accrues over the period the asset is held and is 
inherent in the very acquistion of the asset. 

A similar line of reasoning may be used to justify the accrual (only on 
a theoretical basis in some cases, perhaps) of any loss over the period 
the asset associated with the loss was held. 

In short, this line of reasoning denies the separate existence of losses 
other than expense-losses. All asset expirations are either expenses or 
expense-losses. Emphasis is thus placed on the spreading of asset price 
over the periods during which the asset was held rather than on the loss 
feature. 

The objective closed transaction point of realization of a loss may 
then be regarded as necessary only for unpredictable extraordinary losses; 
necessary only for practicable measurement of asset expiration, but not 
necessary from a theoretical point of view. 

A current spreading of all but unpredictable losses is possible for 
accounting and tax calculations of income, but what shall be done with 
those losses which occur without having been forecast? 

One solution might be, of course, to prepare amended income state- 
ments.^^^ Perhaps this course is best, but it is impracticable. 

Another possible answer might be to treat such losses as deferred 
items to be spread over a certain number of future periods. The result 
would be incorrect income figures not only for periods prior to the 
discovery of the loss, but also for future income periods.^^ However, the 
deferring of such losses has much to recommend it for tax purposes from 
a viewpoint of equity under any system of graduated tax rates. A specially 
designed profit and loss statement has been suggested in which would 
be included corrections of errors of past periods as well as current period 
items.^^ 

Much of what has been said of predictable and unpredictable extraor- 
dinary losses applies equally well to extraordinary revenues. 

Losses on the disposition of assets are usually not amenable to periodic 
measurement and are, therefore, not deducted in periodic income calcu- 
lations,^’ Gains on the disposition'ol assets are very similar to losses on 
the disposal of assets in that they are uncertain. They are excluded from 
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periodic income calculation, just as were the losses, not because they are 
not a proper part of its determination, but because no satisfactory 
methodology has been devised to make their inclusion feasible. 

The spreading of extraordinary gains may be objected to on the 
ground that no separation of income has taken place which would furnish 
the business enterprise with additional assets available for use.^^ How- 
ever, the existence of income is a fact; whether or not it is in a form 
available for immediate use is a different matter. 

The method followed by most accountants and used for Federal 
income tax purposes is to take up unpredictable losses, and gains too, 
in the period in which they are discovered. 

Approval can be given to this expedient solution because of the in- 
ability to measure such items satisfactorily. It is this type of treatment 
which has caused the principal objections and problems associated with 
tax treatment of capital gains and losses and other losses and gains of a 
similar nature. 

Some form of average taxation^® might be adequate to remove most 
of the inequities resulting from taking such losses and gains into con- 
sideration all at once when they are discovered. 

Under the income tax regulations, the entire amount of gain or loss 
on the sale or exchange of property is recognized, subject to specifically 
enumerated exceptions only,^® 

In general, the gain from the sale or other disposition of property is the excess 
of the amount realized therefrom over the cost or other basis . . . , and ihe 
loss is the excess of such . . . basis over the amount realized. . . 

The amount realized from the sale or other disposition of property is the 
sum of any money received plus the fair market value of the property (other 
than money) received.^® 

The above provisions of the 1924 Regulations were continued in sub- 
stantially the same fashion in all succeeding years.^® 

The Federal income tax is extremely broad in nature, and, in general, 
attempts to levy a tax based on a broad concept of income, modified for 
certain expedient reasons related to measurement and policy. 

The United States Supreme Court has said of the revenue acts that they 
reveal in their provisions an intention to reach ‘^pretty much every sort of in- 
come subject to the federal power.”^<* 

The attitude of the courts in the matter has been expressed definitely in 
Mackintosh v. Flint and Fere Marquette Railway CompanyJ^^ in which 
the court made the following statement: 

Income is not limited to the gains which result from business and labor, but it 
includes as well the proceeds derived from the use or sale of property. . . . The 
court is unable to understand upon what principle the receipts . . . derived 
from the surplus land assets are to be distinguished from other income or earn- 
ings of the company applicable to the payment of dividends. 
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Leasehold Improvements as 
Income of Lessor 

There are four possible times at which income to the lessor from lease- 
hold Improvements made by the lessee^^ considered: (1) the 

time the improvement is completed, (2) the time it reverts to the use of 
the lessor, (3) the time it is disposed of by the lessor, and (4) over the 
period of the lease or the time from completion to reversion to the lessor. 
The time of completion was required in 1918. A choice between (1) or 
(4) was permitted in 1921. Some of the earlier court decisions upheld (1); 
however, in 1935, 1937, and 1938, choice (3) was favored. 

In the 1921 Regulations it was provided that: 

. . . when buildings are erected or improvements made by a lessee in pursuance 
of an agreement with the lessor, and such buildings or improvements are not 
subject to removal by the lessee, the lessor may at his option report die income 
therefrom upon either of the following bases: ... 

The stipulation that the improvements be made "in pursuance of an 
agreement with the lessor" was dropped from the 1934 and subsequent 
acts. Regulations 86 of 1934 specified the following limitation: "im- 
mediately become the property of the lessor in addition to the old 
stipulation that such improvements are not subject to removal."" 

The options granted by the 1921 Regulations were: 

(a) The lessor may report as income at the time when such buildings or im- 
provements are completed the fair market value of such buildings or improve- 
ments subject to the lease. This amount would ordinarily be the difference 
between the value of the land free from the lease without such improvements 
and the value of the land subject to the lease with such improvements.^® 

(b) The lessor may spread over the life of the lease the estimated depre- 
ciated value of such buildings or improvements at the termination of the lease 
and report as income for each year of the lease an aliquot part thereof. 

The last sentence of (a) was dropped in 1926. Allowance of the spread 
method as presented in (b) was new in 1921; and, to that extent, the 
1921 Law was superior to that of 1918, which permitted no option. 
Article 48 of the Regulations of 1921 continues: 

If for any other reason than a bona fide purchase from the lessee by the lessor 
the lease is termmated, so that the lessor comes into possession or control of 
the property prior to the time originally fixed for the termination of the lease, 
the lessor receives additional income for the year in which the lease is so termi- 
nated to the extent that the value of such buildings or improvements when he 
becomes entitled to such possession exceeds the amount already reported as 
income on account of the erection of such buildings or improvements. 

Since there was no option in 1918, the word "exceeds"" in 1918 was 
followed by: "fair market price or value thereof to him as determined 
when the same completed became^ party of the realty*"" 

In 1932, the Regulations were modified as follows: 
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Except In cases where the lessor has exercised the option to report Income upon 
basis (b), if the lease is terminated so that the lessor comes into possession or 
control of the property prior to the time originally fixed for the expiration of the 
lease, the lessor derives no income by reason thereof, and, jnst as when the 
lessor comes into possession or control of the property upon the expiration of 
the lease the basis for determining gain or loss to the lessor from the subse- 
quent sale or other disposition of the buildings or improvements and for depre- 
ciation in respect of such property is the amount previously reported as income 
by die lessor because of the erection of the buildings or improvements, ... 

Going on with the 1921 Article: 

Conversely, if the buildings or improvements are destroyed prior to the expira- 
tion of the lease, the lessor is entitled to deduct as a loss for the year when 
such destruction takes place the amount previously reported as income because 
of the erection of such buildings or improvments, less any salvage value subject 
to the lease to the extent that such loss was not compensated for by insur- 
ance. . . . 

In as much as the 1921 option did not operate in 1918, the Regulations 
for 1918 were stated difiFerently as follows after the words "destruction 
takes place:"* "fair market price or value of such buildings or improve- 
ments subject to the lease as determined when the same completed 
became a part of the realty. . . ” 

An additional paragraph was added in 1932: 

In all cases where the lessor has exercised the option to report income upon 
basis (b), if the lease is terminated so that the lessor comes into possession or 
control of the property prior to the time originally fixed for the expiration of 
the lease, the lessor derives additional income for the year in which the lease 
is so terminated to the extent that the value of such buudings or improvements 
when he becomes entitled to such possession exceeds the amount already re- 
ported as income on account of the erection of such buildings or improvements. 
No appreciation in value due to causes other than the termination of the lease 
shall be included. If the buildings or improvements are destroyed prior to the 
expiration of the lease, the lessor is entitled to deduct as a loss for the year 
when such destruction takes place the amount previously reported as income 
because of the erection of such buildings or improvements, less any salvage 
value subject to the lease to the extent that such loss is not compensated for by 
insurance or otherwise.” 

In the 1934 and subsequent acts, options (a) and (b) of 1932 become (b) 
and (c), and another paragraph (a) was introduced: 

(a) The lessor may report as income for the taxable year in which such build- 
ings or improvements are completed their fair market value at the time of their 
completion,” 

Additional changes as follows are made necessary: 

Except in cases where the lessor has reported income upon basis (a), if the lease 
is terminated so that the lessor comes into possession or control of the property 
prior to the time originally fixed for the expiration of the lease, the lessor shall 
report income for the year in which the lease is so terminated to the extent that 
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the value of such buildings or improvements when he becomes entitled to such 
possession exceeds the amount already reported as income on account of the 
erection of such buildings or improvements. No appreciation in value due to 
causes other tlian the termination of the lease shall be included. 

If the buildings or improvements are destroyed prior to the expiration of the 
lease, the lessor is entitled to deduct as a loss for the year when such destruc- 
tion takes place the amount previously reported as income because of the erec- 
tion of such buildings or improvments, less proper adjustment for depreciation 
in case option (a) was exercised, and less any salvage value subject to the lease 
to the extent that such loss is not compensated for by insurance or otherwise. 
(See sections 23(e) and (f) and 113(a)(14). 

In Miller v, Gearin^ 258 F. 225 (1919), the Circuit Court of Appeals 
declared that the lessor received no income at the termination of the 
lease, and that if any income was derived it was at the time of the 
completion of the building. Another case decided shortly afterwards 
leaned toward the idea of the existence of income at the time title to 
the improvement passed to the lessor 
In 1935, the Circuit Court of Appeals said that income was realized 
neither on passage of title to the asset to the lessor nor on termination 
of the lease.^® The gist of the matter was that income is not realized 
unless severed from the capital upon which it was based. The judge 
held that such improvements were similar to any unrealized apprecia- 
tion, The rule in this case was followed in others in 1937^® and IQSS.^"^ 

In 1937,^^ the intention of the parties to the contract was considered of 
primary importance. If the improvements were not required of the lessee, 
the lessor was said not to have any income when they were made, but 
only when they were disposed of. If the improvement were required by 
the lease, it might be considered additional rental. 

It is diflScult to understand why the intent should govern. Income 
exists or does not exist and is a fact irrespective of intent. 

The Supreme Court in M. £. Blatt Company u, U. substantially 
followed the lead of the Hewitt Realty Company case and the Phellis®^ 
case. It said: 

So far as concerns taxable income, the value of improvements is not dis- 
tinguishable from excess, if any there may be, of value over cost of improve- 
ments made by lessor. Each was an addition to capital; not income within 
the meaning of the statute. [It continued:] It may be assumed that, subject to 
the lease, lessor became owner of the improvements at the time they were 
made. But it had no right to use or dispose of them during the term. Mere 
acquisition of that sort did not amount to contemporaneous realization of gain 
within the meaning of the statute. 

Following the Blatt case, tbe Board of Tax Appeals decided improve- 
ments made by the lessee are not income to the lessor during the life of 
the lease.’^ 
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Life Insurance Proceeds 
The ..Act of 1913. stated: 

Provided, That the proceeds of life insurance policies paid upon the death 
of the person insured . * , shall not be included as income.®^ 

The acts of 1913, 1916, and 1917®® did not apply to corporate beneficiaries. 
In discussing the 1918 act, the Senate Finance Committee proposed to 
allow the exemption to all beneficiaries, even to corporations;®^ but the 
Conference Committee continued the existing exemptions as not appli- 
cable to corporations.®^ 

In 1921, the right of exemption was extended to corporations.®® The 
Secretary of the Treasury in his Notes on the Revenue Act of 1918, sub- 
mitted on November 3, 1919, to the House Ways and Means Committee, 
explained the change as follows: 

In support of this suggestion it has been urged that business concerns— partner- 
ships and corporations—are no longer allowed as deductions the amount paid 
for premiums on policies insuring in their favor the lives of oflScers and 
employees and that such insurance constitutes a reasonable and proper provision 
against actual losses which business enterprises sustain in the death of responsi- 
ble ofiBcers and employees.®^ 

This provision remained unchanged in 1924 and in later years;®® except 
that in the 1926 and subsequent acts, it was definitely stipulated that any 
interest on proceeds withheld should be included in taxable income. 

In 1934, 1936, and 1938,®® the Regulations were expanded in their treat- 
ment of the proceeds from life insurance policies, although the basic idea 
of exemption was retained. The additional material was designed merely 
to clarify the provisions and to make it emphatic that: "'Only the amount 
paid solely by reason of the death of the insured is exempted. , . . Any 
increment thereto is taxable.” 

Sales of Mines and Oil or Gas Wells 
The 1918 act provided that; 

In the case of a bona fide sale of mines, oil or gas wells, or any interest therein, 
where the principal value of the property has been demonstrated by pros- 
pecting or exploration and discovery work done by the taxpayer, the portion 
of the tax imposed by this section attributable to such sale shall not exceed 
20 per centum of the selling price of such property or interest."^® 

This section was instituted to encourage prospecting. A prospector spends 
much time and money in fruitless search and it seemed unfair to the 
Senate Finance Committee to tax*him at the maximum rate when he 
locates productive property, as if it were ordinary income attributable to 
the normal activity of a single yeax.*^ 

The above line of reasoning is similar to that advanced in the case of 
the taxation of any extraordinary gain in a lump sum; and it has a certain 
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amount of merit. Perhaps the solution is to furnish some sort of averaging 
or carry-over provision for all income. 

There was no change, except for the rate specified, until the provision 
was dropped from the 1934 act. The expedient nature of this provision 
is well shown in the reasons advanced for its elimination. It was omitted 
because already there was overproduction, and no additional encourage- 
ment was deemed necessary to stimulate prospecting.^® 

In 1936 and 1938"^^ the provision was reinstated, with a higher rate of 
tax allowable, but it was limited to oil and gas property only. The reason 
for reinstatement was that the 1934 act resulted in the prevention of sales of 
such property and the reduction of tax revenues.^® 

Arbitrary limitations have no plan in a theoretically correct determina- 
tion; if there is any justification, it must be found in the realm of social 
purpose. 

Sale of Real Property in Lots 
(Apportioned Costs) 

The use of apportioned costs for placing an inventory value on individual 
pieces of property acquired as part of a larger amount at a joint cost was 
recognized in the Regulations of 1916 and 1917. 

The basis: 

. . . shall be equitably apportioned to the several lots or parcels, to the end that 
any gain derived from the sale of any such lots or parcels may be returned as 
income for the year in which the sale was made.^® 

And in 1918: 

This rule contemplates that there will be a measure of gain or loss on every 
lot or parcel sold, and not that the capital invested in the entire tract shall be 
extinguished before any taxable income shall be returned. The sale of each 
lot or parcel will be treated as a separate transaction. . . 

A similar article has appeared in the Regulations for all of the subsequent 
acts/® 

Sale of Real Property on the 
installment Plan 

Instalemb:nt obligations of the buyer are not usually considered as the 
equivalent of cash (having a fair or readily realizable market value), and 
the vendor may report as his income from such transactions in any year 
that proportion of each payment actually received in that year which 
the gross profit to be realized when the property is paid for bears to the 
gross contract price/® The dealer may report income on an accrual basis, 
however, if he does so consistently/® 
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Repmsession of Real Property 
Sold on the Imtallment Plan 

In 1926, 1928, and 1932 the income-tax law provided in the event of re- 
possessions, that 

the entire amount received on installment payments and retained by the 
vendor, less die snm of the profits previously returned as income and an amount 
representing proper adjustment for exhaustion, wear and tear, obsolescence, 
amortization, and depletion of the property while in the hands of the purchaser, 
will be income of the vendor for the year in which die property is repossessed, 
and the basis of the property in the hands of the vendor will be the original 
basis at the time of the installment sale.^^ 

This provision was the same as in the years of 1918 through 1924 except 
that in those years the depreciation reduced the basis of the property 
rather than the profit on repossession,®^ 

Some new material was added in 1932 to the effect that: 

If the vendor has previously transferred tide to the purchaser, and the purchaser 
defaults . . . and the vendor reacquires the property, such reacquisition shall 
be regarded as a transfer by the vendor, in exchange for the property, of such 
of the purchaser s obligations as are applied by the vendor to the purchase 
or bid price of the property. Such an exchange will be regarded as having 
resulted in the realization by the vendor of gain or loss ... for the year of 
reacquisition, measured by the difference between the fair market value of the 
property reacquired and the basis in the hands of the vendor of the obligations 
of the purchaser. . . . The basis in the hands of the vendor of the obligations 
of the purchaser so applied will be the excess of the face value of the obliga- 
tions over an amount equal to the income which would be returnable were the 
obligations satisfied in full. The fair market value of the property reacquired 
shall be presumed to be the amount for which it is bid in by the vendor in 
the absence of clear and convincing proof to the contrary. If the property 
reacquired is subsequently sold, the basis for determining gain or loss is the 
fair market value of the property at the date of reacquisition.®® 

This provision remained substantially unchanged in 1934 and 1936,®^ 
except that the fair market value at the time of repossessions of improve- 
ments made by the purchaser was included in gain on repossession and 
in the basis of the property for future sales. 

In 1938,®® whether title is retained or transferred by the vendor, gain 
or loss on reacquisition is computed on any installment obligations of the 
purchaser which are satisfied or applied hy the vendor to the purchase 
or bid price of the property. Gain or loss is the difference between the 
fair market value of the reacquired property (including improvements) 
and the basis in the vendor s hands of obligations of the purchaser which 
are so satisfied, with adjustment for any other amounts realized or costs 
incurred in connection with the reacquisition. 
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Bhpesitien of Imtmllment Obligations 
Regulation 74 of 1928 stated that: 

If an installment obligation is satisfied at other than its face value or is sold or 
exchanged, gain or loss results to the extent of the difference between (1) the 
excess of the face value of the obligation over the amount of income which 
would be returnable were the obligation satisfied in ful and (2) the amount 
realized upon such disposition. 

If an installment obligation is distributed, transmitted, or disposed of other- 
wise than by sale or exchange, gain or loss results to the extent of the difference 
between (1) the excess of the face value of the obligation over the amount 
of income which would be returnable were the obligation satisfied in full and 
(2) the fair market value of the obligation at the time of such distribution, 
transmission, or disposition. 

The entire amount of gain or loss resulting from the disposition or satis- 
faction of installment obligations shall be recognized except as provided in 
section 112.®® 

This provision has remained substantially the same in all of the succeed- 
ing Regulations.®'^ 

Uncollectible Deficiency Upon the Sale 
of Mortgaged or Pledged Property 

According to the 1918 Regulations: 

Where under forclosure a mortgagee buys in the mortgaged property and 
credits the indebtedness with the purchase price, the diference between the 
purchase price and the indebtedness will not be allowable as a deduction for 
a bad debt, for the property which was security for the debt stands in the 
place of the debt. The determination of loss in such a situation is deferred 
until the property is disposed of, except where a purchase money mortgage 
is foreclosed by the vendor of the property. . . . Only where a purchaser for 
less than the debt is another than the mortgagee may the difference between the 
debt and the net proceeds from the sale be deducted as a bad debt by the 
mortgagee.®® 

This provision appears to be sound enough from a tax standpoint to dis- 
courage tax-avoidance. The exchange of the property for the debt is not 
considered an event satisfactory for measuring gain or loss if the mort- 
gagee is the purchaser, and the transaction is not considered closed and 
complete until the property acquired is resold. However, the transaction 
is considered closed if the purchaser is a person other than the mortgagee. 

The provision was changed in the Regulations of 1921 and 1924 as 
follows: 

Where mortgaged or pledged property is lawfully sold (whether to the 
creditor or other purchaser) for less than the amount of the debt, and the 
mortgagee or pledgee ascertains that the portion of the indebtedness remaining 
unsatisfied after such sale is wholly or partially uncollectible, and charges it off, 
'he may deduct such amount®^ 'as a bad deot for the taxable year in which 
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it is ascertained to be wholly or partially worthless and charged off. Where a 
taxpayer®® buys in mortgaged or pledged property for the amount of the debt, 
no deduction shall be allowed for any part of the debt. Gain or loss is realized 
when die property bought in is sold or disposed of. 

Accrued interest may be included as a part of the deduction only when it 
has previously been returned as income.®^ 

A bad debt deduction is allowed to the mortgagee if the sale price of the 
property (whether or not the mortgagee purchases the property) is in- 
sufBcient to cover the debt and if the remainder is considered uncol- 
lectible. Perhaps, this requires an estimate of the possible future resale 
of the property acquired, if acquired by the mortgagee. Where the 
property is bought in for the amount of the debt, no gain or loss is recog- 
nized, of course. 

The Regulations for 1926 through 1938®^ are substantially the same as 
in 1921 and 1924, except for the changes already noted®^ and additional 
information regarding the method for computing the gain or loss. 

The gain or loss is: 

. . . measured by the difference between the amount of . . . those obligations 
of the debtor which are applied to the purchase or bid price of the property 
(to the extent that such obligations constitute capital or represent an item the 
income from which has been returned by him) and the fair market value of 
the property. The fair market value of the property shall be presumed to be 
the amount for which it is bid in by the taxpayer in the absence of . . . proof 
to the contrary. ... 

In 1937, the Supreme Court ruled that a mortgagee had income to the 
amount of accrued and unpaid interest covered by a bid made by a 
foreclosing mortgagee even though the fair market value of the foreclosed 
property was less than the principal of the mortgage loan,®^ The tax- 
payer in the case, desired that the cash should be considered a return 
of capital. 

Sale of Patents and Copyrights 

The Regulations of 1918 (followed in substantially the same fashion in 
all subsequent years)®® specified: 

A taxpayer disposing of patents or copyrights by .sale should determine the 
profit or loss arising therefrom by computing the difference between the selling 
price and . . . the cost ... (or other basis). . . , The profit or loss thus ascer- 
tained should be increased or decreased, as the case may be, by the amounts 
deducted on account of depreciation of such patents or copyrights . . . since 
the date of acquisition. ... 

Again, as in the case of the disposal of most unamortized asset balances, 
deduction or addition is required for losses or gains at the time the asset 
is disposed of, rather than an adjustment of amortization charges of prior 
periods. 



Non-Recurring Items 


71 


Sale ef Goodwill 

The Regulations from 1918 through 1938 have remained substantially un- 
changed in their provision regarding the sale of goodwill.^® Article 41 of 
1921 may be taken as representative; 

Any profit or loss resulting from a sale of good will can be taken only 
when the business, or a part of it, to which the good will attaches is sold, in 
which case tlie profit or loss will be determined upon the basis of the . . . 
assets, including good will ... If specific payment was not made for good will 
. . . , there can be no deductible loss with respect thereto, but profit may be 
realized from the sale of good will built up through expenditures which have 
been currently deducted. It is immaterial that good will may never have been 
carried on the books as an asset, but the burden of proof is on the taxpayer 
to establish the cost ... of the good will sold. 

This provision is in substantial agreement with accounting treatment for 
the sale of goodwill. Theoretically, goodwill deductions should be taken 
in an amortized amount each period, but, in accounting and tax practice 
such deductions have been regarded as too uncertain and arbitrary to be 
used for practicable measurement. 

Purchased goodwill is the only goodwill which should be placed on 
the books or be used to reduce the consideration received on its sale. 
Such treatment is specified in the above article and in generally used 
accounting procedure. 

Retirement of Bonds^ etc* 

Prior to 1934, there was no specific mention of this matter, but appar- 
ently amounts received by a security holder on the retirement of interest- 
bearing securities (including those of a government) issued by a coipora- 
tion were not considered as amounts received in exchange therefor. In 
1934, 1936, and 1938,®^ such amounts were considered as received in ex- 
change therefor. 

Conversion of bonds to stock of the same corporation does not give 
rise to recognized profit or loss. The transaction is not considered closed 
until the stock is sold.®® 

Judgments and Damage Suits 

Amounts raid by a corporation on judgments or otherwise on account of 
damages are deductible. Such deductions are limited to the amount of the 
damages actually paid and may be taken in the year paid. Any sums re- 
ceived as insurance reduce the amount deductible, of course.®® 

Bad Debts — General 

There are two generally recognized accounting and tax methods for 
charging bad debt losses against current gross income. One method is to 
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make the charge when a receivable item is determined to be partially or 
completely worthless. The other method anticipates the time of deter- 
mination of the loss and makes use of the reserve method for accumulating 
the expected future loss which is related to current income. The loss is 
frequently conceived of as a risk cost of doing business, of acquiring 
income. 

These two methods have not always been recognized for income 
tax purposes, however. In the earlier laws, as we shall see later, only 
the charge-off method was permitted. 

The reserve for doubtful accounts is similar in nature to any reserve 
for future losses which are associated with current income. It is similar 
to a reserve for self-insurance. Both self-insurance and bad debt reserves, 
along with some others, fall into the class of reserves which are some- 
where between operating reserves and surplus reserves. The uncertainty 
regarding the nature of the reserve for bad debts and reserves of a 
similar nature has been recognized by Professors Kester^® and Hatfield.^^ 

From the outside it is impossible to say whether this is nearer akin to deprecia- 
tion or to a reservation of profits. If under the law of probabilities the loss is 
practically certain to take place, it is logically a deduction for an unrealized 
but existing loss. If the creation of the reserve was based on a minimum of 
certainty and a maximum of prudence it represents a reservation of profits.^^ 

In spite of this uncertainty as to the true nature of the reserve for bad 
debts, the reserve method is quite generally preferred over the charge-off 
method by accountants.^^ Its emphasis on conservatism and business 
prudence have caused it to be regarded highly for practical use. 

The 1913, 1916, 1917, and 1918 acts’^^ allowed as a deduction ‘‘debts due 
to the taxpayer actually ascertained to be worthless and charged off 
within the period.”^® Two requirements are set up: (1) actual ascertain- 
ment to be worthless, and (2) charge-off on the books. An amount written 
off a creditor s books in reducing an account receivable to the estimated 
value of the debtor s assets was held not deductible as a bad debt under 
the 1918 and 1921 acts.^® The reserve method thus was not permitted^^ 
although the 1916 law and the early Regulations sanctioned the accrual 
basis of accounting. Apparently the disallowance was based on the idea 
that bad debts reserves were set up by surplus charges and not subject 
to accrual and deduction from income. 

The 1916-17 acts stated: 

Losses which may be properly deducted from gross income on account of bad 
or doubtful accounts are those losses which have been definitely ascertained to 
have occurred and which were charged off during the year for which the return 
is made. It is not essential that the bad debt or account shall be proved worth- 
less by legal proceedings before the deduction may be allowed, but the cor- 
poration must not only be satisfied that the debt or account is worthless but 
must be able to satisfy the Commissioner * . . that the accounts charged off were 
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definitely determined at the time to be worthless and that they had not been 
recognized as worthless or without value prior to the beginning of the year for 
which the return is made. 

The mere writing down of the value of an account does not constitute such 
a loss as may be allowably deducted. The deduction will be permissible only 
when the debt or account is written out of the assets of the corporation.^® 

The 1921 act was the same as that of 1918 but added the following words; 

... (or in the discretion of the Commissioner, a reasonable addition to a reserve 
for bad debts); and when satisfied that a debt is recoverable only in part, the 
Commissioner may allow such debt to be charged off in part.'^® 

The Ways and Means Committee favored the change because it felt 
there was less chance of abuse than under the write-off method required 
by the 1918 act®° 

The acts of all of the succeeding years have contained a similar recog- 
nition of the reserve method.®^ 

The Regulations of 1918 described bad debts, as follows: 

Art. 152. Examples of bad debts.— Worthless debts arising from unpaid-rents, 
and similar items of taxable income will not be allowed as a deduction unless 
the income such items represent has been included in the return of income for 
the year in which the deduction as a bad debt is sought to be made or in a 
previous year. Only the difference between the amount received in distribution 
of the assets of a bankrupt and the amount of the claim may be deducted as a 
bad debt. The difference between the amount received by a creditor of a dece- 
dent in distribution of the assets of the decedenfs estate and the amount of his 
claim may be considered a worthless debt. A purchaser of accounts receivable 
which can not be collected and are consequently charged off the books as bad 
debts is entitled to deduct them, the amount of deduction to be based upon 
the price he paid for them and not upon their face value.®^ 

This regulation was continued in succeeding years.®^ 

A number of decisions of the Board of Tax Appeals have held that a 
taxpayer on a cash basis may not deduct as bad debts interest accrued 
and unpaid which he has not previously reported as income. By implica- 
tion, interest accrued and included in income previously may be treated 
as a bad debt under the same circumstances as any other receivable.*^ 

A loss due to the compromise of a claim is deductible where the amount 
of the claim was previously reported as income.*® Compromised debts 
may be deducted if the debtor has no assets out of which the entire 
amount can be collected.*® There is no ascertained worthlessness where 
the creditor for consideration satisfactory to himself voluntarily releases a 
solvent debtor from liability.*^ Money due on a note is a “debt” for pur- 
poses of bad debt provisions.** The distinction between bad debt deduc- 
tion provisions and loss provisions in the income tax is quite artifiiciaL** 
It is the cause for decisions such as those of the Board of Tax Appeals, 
in which the cancellation of a debt was held deductible as a loss rather 
than as a bad debt.®* The Supreme Court held that the sections of the law 
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on losses and bad debts are mutually exclusive; the amount deductible 
under one may not be deductible under the other*^^ 

The amount deductible is limited to a reasonable addition to the 
.reserve. , 

What constitutes a reasonable addition to a reserve for bad debts must be deter- 
mined in the light of the facts, and will vary as between classes of business and 
with conditions of business prosperity. It will depend primarily upon the total 
amount of debts outstanding as of the close of that taxable year, those arising 
currently as well as those arising in prior taxable years, and the total amount of 
the existing reserve. In case subsequent realizations upon outstanding debts 
prove to be more or less than estimated at the time of the creation of the exist- 
ing reserve, the amount of the excess or inadequacy in the existing reserve 
should be reflected in the determination of the reasonable addition necessary 
in the taxable year.®^ 

The statute provides no particular manner or method of charging off bad 
debts.®® 

The mechanical process of keeping accounts is not prescribed by statute. Such 
accounts may be recorded in an elaborate set of books, ... or be recorded only 
in the brain of the taxpayer. It can make no difference as to the form of such 
operation.®^ 

In spite of this statement, no general rule can be drawn, however; most 
decisions were based on peculiar facts in each case. The gist of most cases 
is that if books are kept, some form of entry or notation must be made 
therein. 

Both an addition to a reserve and debts ascertained to be worthless and 
charged off may not be deducted in a given year;®® however, the total of 
the two may be deducted if reasonable in amount.®® 

Extraordinarily large bad debt losses are taken care of by G.C.M. 
938-A.®'^ Where the taxpayer has incorrectly estimated his probable losses 
^ and the reserve is found to be insuiBBicient in later years, an adjustment 
may be made in the following year so that the final balance of the reserve 
will reflect predictable losses against outstanding receivables. This provi- 
sion is, of course, a relaxation of periodicity requirements. 

The income tax provisions regarding the time for taking the deduction 
for bad debts are of interest primarily in the case of the write-off method. 

Where the facts indicate a debt is worthless and uncollectible and 
that legal action would probably not result in satisfaction of execution 
on a judgment, a showing of such facts will be justification for a deduc- 
tion.®® The deduction must be written off in the year the debt is ascer- 
tained to be bad; deduction in a lat^r year, is disallowed.®® When the 
statute of limitations prevents the use of amended returns, the above 
provision works a hardship on the taxpayer. The application of the reserve 
mediod is usually more liberal toward tibe taxpayer, in that strict peri- 
odicity has been relaxed by General Cotmsel Memorandiun 938-A.^®® 
Deduction may not be disallowed merely because of possible future 
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recoveries. Such recoveries should be handled as income when col- 
lectedf^^ or, perhaps, as a credit to the reserve if the reserve method is 
used. The above treatment is an expedient and desirable deviation from 
strict periodicity. 

Ever since the passage of the 1921 act,^®^ deductions have been al- 
lowed for partially worthless debts; such deductions have been upheld 
by the Board of Tax Appeals.^®^ A taxpayer, however, is not required 
to claim partial worthlessness as a deduction in any particular year.^*^^ 
Therefore, failure to claim a deduction for partial worthlessness in any 
year, perhaps, would not prevent a deduction for partial worthlessness in 
a later year for a greater sum or for total worthlessness. 

Bad Debts — Worthless Securities 
(Except Capital Stock) 

Under the acts prior to that of 1938,^®® losses from worthless debts evi- 
denced by securities (such as a bond, note, debenture, etc.)^°® were de- 
ductible in full as bad debts. This appears to be satisfactory treatment; 
the mere existence of a formal document does not change the inherent 
characteristics of a debt. 

Art. 154. Worthless securities.— Where bonds purchased before March 1913, 
depreciated in value between the date of purchase and that date, and were in 
a later year ascertained to be worthless and charged off, the owner is entitled 
to a deduction in that year equal to the value of the bonds on March 1, 1913. 
Bonds purchased since February 28, 1913, when ascertained to be worthless, 
may be treated as bad debts to the amount actually paid for them. Bonds of an 
insolvent corporation secured only by a mortgage from which on foreclosure 
nothing is realized for the bondholders are regarded as ascertained to be worth- 
less not later than the year of the foreclosure sale, and no deduction for a bad 
debt is allowable in computing a bondholders income for a subsequent year. 
To authorize a deduction for a bad debt on account of notes held prior to 
March 1, 1913, their value on that date must be established. 

A taxpayer (other than a dealer in securities) possessing debts evidenced by 
bonds or other similar obligations can not deduct from gross income any amount 
merely on account of market fluctuations. Where a taxpayer ascertains, how- 
ever, that due, for instance, to the financial condition of the debtor, or condi- 
tions other than market fluctuation, he will recover upon maturity none or only 
a part of the debt evidenced by the bonds or other similar obligations ... he 
may deduct in computing net income the uncollectible part of the debt evi- 
denced by the bonds or other similar obligations.^®^ 

Under the Revenue Act of 1938, losses from worthless debts evidenced 
by securities are considered as losses from the sale or exchange of capital 
assets as of the last day of the taxable year and are treated as capital 
losses. There have been decisions regarding the acts prior to 1938 which 
upheld the treatment of worthless bonds as bad debts;^®® but in at least 
one case,^®® the Board raised a doubt as to whether a loss from worthless 
bonds was properly a bad debt deduction. 
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Section 23(k) of the 1938 act is as follows: 

(1) GENERAL RULE.—Debts ascertained to be worthless and charged off 
within the taxable year (or, in the discretion of the Commissioner, a reasonable 
addition to a reserve for bad debts); and when satisfied that a debt is recover- 
able only in part, the Commissioner may allow such debt, in an amount not in 
excess of the part charged off within the taxable year, as a deduction. This 
paragraph shall not apply in the case of a taxpayer, other than a bank, as de- 
fined in section 104, with respect to a debt evidenced by a security as defined 
in paragraph (8) of this subsection. 

(2) SECURITIES BECOMING WORTHLESS,-If any securities (as de- 
fined in paragraph (3) of this subsection) are ascertained to be worthless and 
charged off within the taxable year and are capital assets, the loss resulting 
therefrom shall, in the case of a taxpayer other than a bank, as defined in sec- 
tion 104, for the purpose of tliis title, be considered as a loss from the sale or 
exchange, on the last day of such taxable year, of capital assets. 

(3) DEFINITION OF SECURITIES.-As used in this subsection the teim 
"securities” means bonds, debentures, notes, or certificates, or other evidences 
of indebtedness, issued by any corporation (including those issued by a govern- 
ment or political subdivision thereof), with interest coupons or in registered 
form. 

The Ways and Means Committee favored the deduction of worthless 
securities as capital losses and no deduction for partially worthless 
debts.^^’^ The purpose of this change was to bring into agreement the 
provisions regarding losses from worthless securities with those regarding 
losses on sales or exchanges of securities. 

The Senate Finance Committee s version of Section 23(k) (2) contained 
the words "in the case of a taxpayer other than a corporation” in place of 
the words "in the case of a taxpayer other than a bank * . . ” but they 
were eliminated by the Conference Committee. 

The Senate Finance Committee favored allowing corporations to con- 
tinue to treat such losses as bad debts.^^^ It felt that losses of this type 
are customarily a part of the ordinary business expenses. Furthermore, 
the more favorable treatment allowed to individuals in regard to losses 
under Section 117 was not given to corporations. Corporations were per- 
mitted to deduct net capital losses only to the extent of $2,000 over the 
capital gains. 

Some pertinent portions of the Regulations^^^ relating to section 23(k) 
are: 

... No deduction is allowed under paragraph (2) of section 23(k) with respect 
to a debt evidenced by a security which is recoverable in part. . . . 

As used in section 23(k) . . . the term "security” means a bond, debenture, 
note, or certificate, or other evidence of indebtedness to pay a fixed or deter- 
minable sum of money, which (1) is a capital asset as defined in section 117, 
and (2) has been issued at any time by a domestic or foreign corporation (in- 
cluding that issued by any government or political subdivision thereof), either 
in registered form or accompanied by interest coupons. . . » 
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A bond issued by an individual, if ascertained to be worthless, may be 

treated as a bad debt. ... 

A taxpayer (other than a dealer in bonds or other similar obligations) pos- 
sessing debts evidenced by bonds of other similar obligations cannot dednct 
from gross income any amount merely on account of market fluctuation. If a 
taxpayer ascertains, however, that due, for instance, to the financial condition 
of the debtor, or conditions other than market fluctuation, he will recover upon 
maturity none or only a part of the debt evidenced by the bonds or other 
similar obligations (which bonds or other obligations are not securities as defined 
in this article) ... he may deduct ... the uncollectible part of the debt evi- 
denced by the bonds or other similar obligations. A bank . . . may deduct such 
uncollectible part of the debt even though the evidence of the debt is a security 
as defined in this article. 

Losses on accounts receivable, notes receivable, on bonds of individuals, 
and on bonds and other securities of corporations are essentially similar. 
These losses of assets are, in turn, very much like the loss of any other 
assets, and, perhaps, the best solution is to treat all losses as essentially 
alike. The objection to taxing or deducting in a lump sum gains or losses 
accrued over a long period of time could be met by provisions for averag- 
ing net income, rather than by limitations on particular types of losses 
or gains. 

Prior to 1938, it was frequently advantageous for a taxpayer to abandon 
securities as worthless, in order to take advantage of the full bad debt 
deduction, rather than to sell them for a nominal sum and to fall under 
the control of "loss on sales and exchange*' provisions. 

Even before the 1938 act, however, it was held that: 

Where a debt secured by a mortgage is compromised by the debtor transferring 
title to the mortgaged property to the creditor in exchange for a release of the 
debtor from his obligations . . . , the loss, if any, sustained by the creditor is 
to be treated as arising from a sale or exchange of a capital asset. . . 

To the extent that abandonment of salvage values is no longer encour- 
aged, the 1938 act is an improvement over its forerunners. As has been 
suggested, however, it could be improved by making losses from worth- 
lessness and from sales and exchanges completely deductible. 

Bad Debts Recovered 

In 1916 and 1917 it was provided in the Regulations that: 

Bad debts or accounts charged off by a corporation because of the fact that they 
were determined to be worthless, and subsequently recovered, constitute in- 
come for the year in which recovered, regardless of the date when the amounts 
were charged off. Neither the date at which the debt was charged off nor the 
fact that it was or was not deducted from gross income in any return made for 
tax purposes, will in any way affect its character as income of the year In which 
recovered.^^* 

This provision which requires an addition to income for the collection 
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of bad debts has remained substantially unchanged up to the presentj^^® 
although it has undergone some modification. One change has been made 
to the effect that recoveries of debts previously deducted from taxable 
income are not taxable income unless the deduction of the debts in prior 
years resulted in a reduction of tax liability The effect is that if the 
write-off took place in a year of a net loss, any recovery of a bad debt 
deducted in that year would be included as income only to the extent 
it was not part of the net loss. For example: if in a given year the net 
loss was $1,500 and the amount of the bad debts deducted in arriving 
at such net loss was $2,000, the amount to be added to income in the 
year of recovery, if the entire $2,000 was recovered, would be only $500. 
The other $1,500 would be excluded since the tax liability in the prior 
year was reduced only $500. Whether G.C.M. 20854 will stand or be 
modified is problematical now that net loss carry-over provisions are 
once again a part of the income tax law. 

The amounts charged off for bad debts are income when collected and 
not when restored to the books, according to the Board of Tax Appeals.^^’^ 
It has been held in several cases that debts collected in later years have 
no bearing on an earlier write-off.^^® From a practical point of view, a 
ruling such as this is necessary. Without it, amended returns would be 
demanded in a great number of cases. In at least one case, however, due 
to peculiar circumstances, a deduction taken in 1920 was ordered to be 
reduced by a collection made in 1927.^^® 

Although no cases or decisions have been found regarding the ap- 
plicability of such bad debt recovery rules to the reserve method of 
providing for bad debts, it would appear that they should not be ap- 
plicable to other than the write-off method. If the reserve method of 
providing for doubtful accounts is used, the rates based on experience 
should take into consideration future recoveries. Any deduction taken 
as an estimated bad debt provision would then be net as far as future 
recoveries are concerned. 

Future recoveries should be restored to the reserve for bad debts and 
to the accounts receivable account, and collections should then be 
handled in the normal way. The result of this procedure is merely to 
reverse the prior charge made against the reserve. Some accountants 
modify this methodology and credit the reserve if the recovery is made 
in the same period as the charge to the reserve, but credit income if the 
recovery is made after the books for the period of the charge-off have 
been closed.^^® 

Forgimnem o/ Debt 

Tan Regulations of the years from 1918 to 1932 have remained substan- 
tially unchanged.^^^ Those of 1918 stated: 



Non-Recurring Items 79 

The cancellation and forgiveness of indebtedness may amount to a payment of 
income, to a gift, . , . dependent upon die circumstances. If, for example, an 
individual performs services for a creditor, who in consideration thereof cancels 
the debt, income to that amount is realized by the debtor as compensation for 
his services. If, however, a creditor merely desires to benefit a debtor and 
without any consideration therefor cancels the debt, the amount of the debt is 
a gift from the creditor to the debtor and need not be included in the latter's 
gross income. ... 

In 1934, 1936, and 1938^^^ major changes were made. The third sentence 
quoted above was omitted, and the following took its place: 

A taxpayer realizes income by the payment or pmnhase of his obligations at 
less than their face value. 

The 1938 Senate bill contained a provision which was eliminated by the 
Conference Committee, to the eflfect that no gain or loss should be recog- 
nized to a corporation from the purchase and retirement of its own ob- 
ligation. This provision was to be limited to the years of 1938 and 1939. 
A further change was: 

Income is not realized by a taxpayer by virtue of the discharge of his indebted- 
ness as the result of an adjudication in bankruptcy, or by virtue of a composition 
agreement among his creditors if immediately thereafter the taxpayers liabilities 
exceed the value of his assets. 

There appears to be no agreement among court and Board of Tax Ap- 
peals decisions regarding the nature of discharges of indebtedness. Some 
have held that settlements of debt for less than face are income.^'^® In 
other decisions, however, such adjustments were treated as a reduction of 
cost.^^"^ The Commissioner refused to acquiesce in these decisions and 
they were revoked a few years later,^^® Other decisions definitely ruled 
that amounts cancelled were not income.^^® 

The rules regarding gains arising out of forgiveness of debt apply to 
bonds purchased at less than the issuing price as adjusted for amortization 
of premiums or discounts on the issuance. In l/.S. o. Kirby Lumber Com- 
party it was held that where a corporation purchases bonds previously 
issued by it, at a price less than the issuing price, making clear gain, and 
there was no shrinkage of assets, the difference is a gain or income for the 
taxable year. Other recent decisions have been to the same effect^^® and 
probably supersede many decisions made prior to the Kirby case.^^ 

As early as 1916 and 1917, the Regulations permitted a deduction for 
losses incurred when a corporation is required to repurchase its bonds 
at certain times, and does so at more than par.^®^ 

In Dallas Transfer and Terminal Warehouse Company v. Commis- 
sioner the court said the facts were different from those in the Kirby 
Lumber Company and American Chicle Company cases, and held: 

In effect the transaction was similar to . . * insolvency or bankruptcy . . . when, 
upon a debtor s surrendering for the benefit of his creditors, property insufS- 
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dent in value to pay his debt, he is discharged from liability for his debt. This 
does not result in the debtor’s acquiring something of exchangeable value in 
addition to what he had before. There is a reduction or extinguishment of lia- 
bilities without any increase of assets. There is an absence of such a gain or 
profit as is required to come within the accepted definition of income. 

The reasoning in this case is somewhat confused, but the same approach 
has been used by others besides the courts. 

Perhaps the queerest concept of taxable income brought about by administra- 
tive ruling is that of construing a profit out of a corporation s reacquirement of 
(its own bonds at a discount. 

• From an accounting point of view, the liquidation of a debt by the payment 
of an amoiint less than the amount of the obligation does, of course, result in an 
increase in the net worth as shown by the books of the accountant. To say 
that taxable income grows out of such showing, however, is to disregard all 
facts that brought about the decrease in the market value of the outstanding 
bonds. It would seem that there should be a presumption that the same process 
that brought about the depreciation in the value of the bonds caused a more 
or less corresponding depreciation in the value of the corporation’s capital 
assets. 

If we must have a tax upon capital transactions, the ultimate liquidation of 
the corporation will determine whether the stockholder realizes a capital gain. 
In the meantime the corporation by the reacquirement of its bonds has received 
nothing with which to pay taxes. Income taxes should attach to a disposition 
represented by a consummated sale or exchange and not to the incidence of 
purchase. If otherwise, any purchase at a bargain or subnormal price would 
result in taxable income.^®® 

The general idea that gains should not be measured at the time of pur- 
chase but rather at the time of sale is not usable in all transactions. The 
purchase in most cases represents the beginning of a transaction, and 
the sale, the end. In the case of issuance of securities, the sale marks the 
beginning and the repurchase the end of the transaction. Where accruals 
can not be made because of unpredictability, measurement properly may 
be made at the end of a complete transaction. The repurchase is a con- 
summated exchange.^^^ 

The author of the above quotation also objects to taking up gain, 
because offsetting asset value decreases are not deducted. Ideally, both 
the gains and the decreases in value should be considered. From a prac- 
tical standpoint, appreciations and shrinkages are not readily subject to 
current measurement. A point of realization is picked out for measure- 
ment and recognition. Unfortunately, in the above case, the points of 
measurement for the asset decreases and for the gains on the repurchase 
of bonds do not happen to occur at the same time. Under our present 
practice, there is little to be done except to recognize the gain at the time 
of repurchase of the bonds and to recognize the value loss later when 
the assets are disposed of at a point where realization for measurement 
may be said to have taken place for them. 
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Although the taxpayer receives nothing of exchangeable value, he is 
discharged from disbursing something of exchangeable value. The equi- 
ties remaining after paying oiff some creditors improved their position by 
the less-than-face settlement There was an increase in net assets remain- 
ing. A recognition of diis point was made in the Lakeland Grocery Com- 
pany case/®® in which it was held that a taxable gain results to the extant 
of the value of the assets freed from claims of creditors as a result of this 
type of transaction. 

The trend in decisions appears to be toward including gains on the 
discharge of indebtedness as income.^®® The acts of 1938 and 1939 have 
provided relief for companies in financial difficulties, when such com- 
panies have secured relief by scaling-down agreements with creditors. The 
law frees them from the necessity of paying a tax on such gains; this 
provision is merely an expedient and is not a denial that such gains are, 
in fact, income. 

Article 22(a)-14 of the 1938 Regulations provided that income is real- 
ized by a discharge in bankruptcy or by agreement among the creditors, 
if immediately tliereafter the value of the taxpayer's assets exceeds the 
remaining liabilities. 

The American Institute of Accountants Committee on Federal Taxation 
favored the exclusion from the taxable income of insolvent debtors any 
gain on cancellation of indebtedness.^®^ 

The Bankruptcy Act of 1898, as amended by the act of June 22, 1938, 
took care of the matter so far as bankrupts are concerned: 

Except as provided in section ... of this Act, no income or profit, taxable under 
any law of the United States or * , . now in force or which may hereafter be 
enacted, shall, in respect to the adjustment of the indebtedness of a debtor in 
a proceeding under this Chapter, be deemed to have accrued to or to have 
been realized by a debtor. . , 

However, if such a plan has for one of its principal purposes the avoid- 
ance of taxes, it may not be confirmed.^®® 

The American Institute Committee felt, however, that similar treatment 
should be given taxpayers who reorganize independently of the Bank- 
ruptcy Act.^^® 

In 1939/^^ it was provided that after June 29, 1939, to and including 
the end of a taxable year ending as late as November 80, 1943, corpora- 
tions may discharge debts represented by bonds, debentures, notes, or 
other evidences of debt without being taxed on such gain. The corporation 
must merely satisfy the Commissioner that it was in an unsound financial 
condition at the time of the discharge; bankruptcy is not necessary. 

The privilege is not unrestricted, however; apparently open accounts 
are not within this provision. The corporation must also consent to the 
basis for the property as provided in Section 113(b). Since this provision 
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is optional, the taxpayer may take the gain if he wishes and apply it 
against other losses, if he has any. 

Let it be repeated, these provisions of 1938 and 1939 are designed to 
aid businesses in difficulty and are not to be seriously considered in de- 
termining the nature of income. 

Gifts 

Gifts are generally not considered income for accounting or tax calcula- 
tions, even though the item received has been disposed of for cash.^^^ 
The amount of the gift usually is considered a capital contribution; how- 
ever, it is difficult to justify gifts as capital when other extraordinary in- 
flows of assets are considered income. Gifts are properly includable within 
a broad definition of income.^^^ 

If gifts are considered income, they might fall into either the pre- 
dictable or unpredictable extraordinary classes. They might even be con- 
sidered as ordinary recurring income. A situation in which gifts might be 
considered recurring income would arise if a corporation were to receive 
a voluntary periodic subsidy or bonus from a municipality, let us say, for 
keeping selling prices down to a certain point. The gift might then be 
considered a partial payment for the product. However, it might be ob- 
jected that subsidies of this nature are not gifts, because of certain serv- 
ices or benefits performed by the corporation to obtain the bonus. The 
fact that the benefits performed by the corporation and the subsidies of 
the municipality are voluntary should dispose of this non-gift line of rea- 
soning, however. 

In a previous part of this study, all extraordinary gains and losses were 
associated with the past and not with the future. The determinable event 
at which measurement was feasible marked the end of a cycle and sepa- 
rated the old assets disposed of from future income calculations. The 
gain or loss was associated with the assets disposed of, and with the pe- 
riods during which such assets were held. 

However, it is difficult to include gifts in this spreading procedure, 
because gift assets received have no holding period prior to the time they 
were received. 

It might be possible, however, to consider the holding period for gifts to 
be tlie interval between the time the gift assets are acquired and the time 
they are disposed of. This holding period, perhaps, should be used only 
for spreading the gain or loss on the disposition (as distinct from the gain 
by acquisition) of the gift assets. 

The 1894 law included gifts and inheritances as income, although it was 
objected that such items were capital and not a proper object of taxation 
under an income tax.^^^ All of our modem income tax history since 1913 
has been marked by exclusion of such items from income. 
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In all of the Regulations and sections of tlie 1913 through 1938 acts/^® 
the following provision has appeared, and has been upheld by court 
decisions.^^® 

Money and real or personal property received as gifts, or received under a will 
. • . , are exempt from tax, although the income therefrom derived from Invest- 
ment, sale, or otherwise is not. ... 

In one of these cases, the judge stated that the Sixteenth Amendment 
did not confer power on Congress to tax gifts. The assumption underlying 
this idea is that gifts are capital and not income; that this is, so has not 
been demonstrated, however. 

According to present tax methods, the donor of a gift is taxed under a 
gift tax for the donation; he is allowed no deduction for the gift for in- 
come tax purposes. It might be fairer to tax the donee and to allow the 
donor a deduction, or, at any rate, not to tax him on the gift. 

Most accountants agree with the income tax treatment of gifts, because 
their concept of income places emphasis on the results from ordinary 
operations. They rule gifts out as income, because such gifts are not the 
result of the eiGForts of the organization. This is a narrow view of income. 
Gifts are a part of the "'net increment in capital or assets” and are, there- 
fore, income. The matter of measurement may cause trouble, but, in 
practice, gift assets frequently are placed on the books at their market 
value when acquired. 

Inflows of assets from gifts should be included in income just as are 
net inflows from a trade or other transaction. Why should the absence 
of exchange of consideration in one case and the giving of consideration 
in another be allowed to dictate different treatment? They are really the 
same in nature; in one case, the entire inflow is net income; in the other, 
certain outflows must iBrst be deducted. 

Tax'- free Exchanges— General 

The basic reasons for the provisions regarding non-recognized gains and 
losses on certain exchanges and reorganizations are (1) easing the in- 
convenience of taxation when the taxpayer has no readily available ability 
to pay, (2) prevention of tax avoidance^^^ through colorable transactions^^® 
and (3) simplification of the problems of income measurement. 

In 1933, tax-free provisions underwent much scrutiny and discussion 
^ in Congress.^*® It was proposed that they be abolished altogether in order 
to reduce tax avoidance and in order to simplify the law greatly, and 
that where immediate payment of the tax on a gain from an exchange 
or reorganization would be dfficult for the taxpayer, the Treasury be 
permitted to extend the time for payment. 

The plan currently used m the income tax at that time did not result 
in tax exemption; it merely postponed the time for reporting the gain.. Tax 
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avoidance may result when the taxpayer is given the privilege of electing 
the year for reporting a gain. The Ways and Means Sub-committee^®^ felt 
that realization of income takes place in the year of exchange, and not at 
a later time, and should be taxed accordingly. 

Under the 1913, 1916, and 1917 acts, such gains were taxed at the time 
of the exchange or reorganization, and the Supreme Court upheld this 
view. The only objection advanced was that paper profits were being 
taxed.^®^ 

Gains were still taxed under the 1918 act when realized, with the excep- 
tion of certain exchanges of stock for stock. The House defeated a Senate 
amendment to extend this privilege to other types of transactions. 

The first serious change in policy toward gains and losses on certain 
exchanges was found in the 1921 act. Exemptions were made too liberal 
in 1921, and tax-avoidance resulted,^®^ but some restrictions were placed 
thereon by amendment in 1923. 

Most of our present provisions are built around the 1924 act. Later 
changes have usually been designed merely to plug loopholes.^®® 

The Ways and Means Committee^®^ decided it was better to revise 
drastically the provisions regarding exchanges and reorganization to re- 
duce tax-avoidance rather than to eliminate those provisions altogether. 
The Treasury felt that elimination would cause a loss in the revenues of 
the Government and that legitimate transactions would suffer.^®® Litiga- 
tion and uncertainty connected with a major change of policy probably 
also caused the Committee to hesitate. 

The provisions regarding tax-free exchanges are rather diflBcult to 
reconcile with other parts of the income tax system. They are based on 
the idea of postponing the point at which gains or losses are to be con- 
sidered realized for measurement purposes. This postponement is in 
harmony with the non-recognition for tax purposes of other unrealized 
gains and losses, but it is an exception to the general provision, which 
states that: 

When property is exchanged for other property, the property received in ex- 
change shall for the purpose of determining gain or loss be treated as the 
equivalent of cash to the amount of its fair market value, if any. . . 

If an exchange would be within the tax-free provisions if it were not for 
the fact that the property received in exchange consists not only of 
property permitted to be received without recognition of gain, but also 
of other property or money, the gain, if any, shall be recognized in an 
amount not in excess of the sum of the money and the fair market value 
of such other property 

Non-recognition of gains and losses is not satisfactory from an account- 
ing point of view and can be justified only on the ground of the im- 
practicability of accurate measurement at the time of exchange "or dis- 
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position. Some accountants use the Treasury Department method for 
trade-ins of fixed assets and capitalize die unamortized balance of the 
old asset in with the cash paid as the booking price for the assets ac- 
quired.^®® Their reasoning is that a strict application of the cost basis for 
accounting requires both the value of the old asset surrendered and the 
cash or other consideration to be included in the cost of the new asset/®® 
This line of reasoning is similar to tliat used to justify the inclusion, in 
some cases, of losses and costs of razing buildings in the cost of land/®® 
In 1931, the Board of Tax Appeals held that no gain or loss is recognized 
on an exchange of an asset plus cash for a new asset of like kind/®^ In 
earlier years it was held that the diflEerence between the depreciated 
value of an old automobile exchanged for a new one and the allowance 
therefor on the cost of the new car is a deductible loss.^®® 

Exchanges of Property of 
Like Kind or Use 

Ik 1921, it was stipulated that no gain or loss shall be recognized; 

When any such property held for investment^®® or for productive use in trade 
or business (not including stock-in-trade or other property held primarily for 
sale) is exchanged for property of a like kind or use.^®^ 

The Board of Tax Appeals has supported this provision in many deci- 
sions/®® 

An exchange of property for that of like kind or use is a closed and 
completed transaction at which point gain or loss can be measured. The 
fair market value of the property received can be compared with the 
basis of the property surrendered. 

Solely for expedient reasons gain or loss is not recognized. The act of 
1918 recognized such gains and losses, and the result was interference 
with business and decreases in revenue due to loss-taking.^®® 

The 1921 act went too far and it was possible to make an exchange of 
stock and to receive a profit in cash and still escape taxation. In 1923 an 
amendment was passed to prevent such tax avoidance/®”^ 

A 1923 amendment’^®® excluded securities from such property exchange- 
able without recognized gain or loss; 

and in the case of property held for investment, not including stock, bonds, 
notes, choses in action, certificates of trust or beneficial interest, or other secur- 
ities or evidences of indebtedness or interest. 

Like kind refers to the nature or character of the property and not to 
grade or quality. 

The Senate discussion of the 1921 act as amended in 1923 indicated that 
the exchange must merely be of like kinds of property; it is immaterial 
whether it is held for investment or for productive use; the intention of 
a person is too diflScult to determine/®® 
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In the 1924 and later acts was added 

if common stock in a corporation is exchanged solely for common stock in the 
same corporation, or if preferred stock in a corporation is exchanged solely for 
preferred Stock in the same corporation, 

there shall be recognized no gain or loss.^^® 

Transfer of Property to a 
Controlled Corporation 

Among the exchanges on which gain or loss is not recognized are those 
made when a person or persons transfer property to a corporation and 
immediately thereafter are in proportional control of the transferee cor- 
poration. 

This provision appears in the 1921 and succeeding laws.^^^ Those of 
1934, 1936, and 1938 require that the transfer be made solely in exchange 
for stock or securities of the transferee corporation. Control has been 
specified as at least eighty per cent of the voting shares and at least eighty 
per cent of the non-voting shares. 

The corporate entity is overlooked and the transaction is considered not 
complete and closed and not a satisfactory place at which to determine 
income objectively. Prevention of tax avoidance by use of colorable trans- 
fers is the purpose of this provision. 

Involuntary Conversions 

The Regulations of 1918^^® contained the forerunner of the first statutory 
provision, which appeared in the 1921 act. Prior to 1921, corporations 
were not permitted by statute a tax exemption in the case of involuntary 
conversions, although the Treasury Department had allowed it in the 
practical administration of the law.^^® 

This is a restricted privilege, however. 

If property is compulsorily or involuntarily converted into cash or its equivalent 
as a result of (A) its destruction in whole or in part, (B) theft or seizure, or (C) 
an exercise of the power of requisition or condemnation, or the threat or im- 
minence thereof; and if the taxpayer proceeds forthwith in good faith ... to 
expend the proceeds of such conversion in the acquisition of other property of 
a character similar or related in service or use to the property so converted, or 
in the acquisition of 80 per centum or more of the stock or shares of a corpora- 
tion owning such other property, or in the establishment of a replacement fund, 
then there shall be allowed as a deduction such portion of the gain derived as 
the portion of the proceeds so expended bears to the entire proceeds.^'^^ 

The 1921 act did not grant exemption from tax if the property was re- 
placed in kind by an insurance company or similar person.^^® The 1924 
and later laws remedied this oversight, but otherwise remained substan- 
tially the same.^^® Gain is recogirized only to the extent that the proceeds 
are not properly expended. 
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The, Board of Tax Appeals has' ruled that it is not , necessary that the 
property be reconstructed in exactly the same manner as the destroyed 
property in order to receive the benefits of this provision.^^^ 

Exchanges and Distributions in Obedience to 
Orders of the Securities^ and Exchange 
Commission 

In 1938, as a matter of expediency in relieving taxpayers of undue tax 
burden and in order to facilitate the work of the Securities and Exchange 
Commission in effectuating the Public Utility Holding Company Act of 
1935, Section 112(b)(8) was inserted in the law to prevent the recognition 
of any gain or loss resulting from exchanges or distributions ordered by 
the Commission.^^® 

In the 1939 act this provision has been extended to .January 1, 1941.^^® 
NomRecognised Losses Only 

There are certain types of transactions which may result in recognized 
taxable gain but which may not 'result in recognized losses, for tax pur- 
,poses." 

'Property /Recemed in Exchange ' Comisting Not Only of Property 
Permitted to be .Received Without the Recognition .of Gain. ' 
or LosSf But also of Other Property or Money 

In case an exchange of this, nature results Vin a „ gain, the gain is taxed 
to an amount not in excess of the "boof" received. The House Ways and 
Means Committee felt that this Hmitation does not apply logically, how- 
ever, to losses; therefore, they are not recognized.^®® This portion of the 
law has been included ever since 1924.^®"^ 

Wmh Sides ^ . . 

Nothing was stated specifically in the 1916 and 1918 acts regarding wash 
sales, although those acts did provide that all losses were deductible if 
not compensated for by insurance or otherwise.^®^ In several decisions 
under the 1918 act, the Board of Tax Appeals held as deductible 
losses incurred by the sale of securities and a later repurchase in the 
same day of a similar security for establishing a loss for income tax pur- 
poses.^®® 

In 1921, the Ways and Means Committee desired to apply wash sales 
provisions to all types of property- but the Senate Finance Committee 
limited it to stocks and other securities. Section 234(a)(4) of the 1921 act 
provided: 

No deduction shall be allowed for '‘any loss claimed to have been stistained In 
any sale or otlier disposition of shares of stock or securities made after the pas- 
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sage of this Act where it appears that within 30 days before or after the date 
of such sale or other disposition the taxpayer has acquired (otherwise than by 
bequest or inheritance) substantially identical property. 

The intent in setting up a provision such as this and in limiting it to losses 
was clearly to prevent tax avoidance. Sales of securities and a repurchase 
the same day gave rise to a deductible loss in 1921 if the transaction was 
consummated before the passage of the 1921 act.^®^ 

The 1924 act was about the same as that of 1921 but was more restric- 
tivcj in that a "contract or option to acquire substantially identical prop- 
erty” was sufficient to make the wash sale provision operative.^®® 

The acts subsequent to 1924 have remained substantially unchanged.^®® 
In 1932, two very opposite suggestions were made regarding wash sales,^®^ 
One was that the wash sale provision be eliminated altogether. The 
other, that it be extended to cover a period of one year. 

Should Capital Gains and Losses Be Included 
in Income Determination?^^^ 

There is no agreement among accountants as to the proper treatment 
of capital gains and losses. Several methods have been suggested: 

(1) handle as a part of profit and loss, (2) include in the earned surplus^®® 
(frequently it is difficult to ascertain whether or not such items are to be 
passed first through profit and loss), and (3) ti'eat as capital surplus 
items.^®® One writer says either earned or capital surplus is satisfactory, 
but that such items must not be passed through profit and loss.^®^ 

The degree of uncertainty in accounting practice regarding the matter 
has been revealed in a study conducted in 1934.^’®® In 294 corporation 
statements, capital gains were shown in about one half of the cases in 
the income statement, and in the other half, in the analysis of surplus. 
Perhaps more cases showed the item as a surplus adjustment. 

Earlier treatment was definitely in favor of inclusion in capital surplus. 
Emphasis at present is on inclusion in earned surplus. There is a notice- 
able trend, however, toward inclusion of such items in a special section 
of the income statement^®® This latter treatment is suggested to increase 
the clarity and completeness of financial reporting by corporations. 

It may be that the economic depression has had something to do with 
the change from capital to earned surplus inclusion of capital losses. For 
consistency, perhaps, the treatment of capital gains followed that of 
capital losses. 

Whether capital gains and losses should be (1) recognized at all, 

(2) given special tax treatment, or (3) taxed as are all other incomes is a 
subject about which there is much disagreement. 

Some believe that government revenues can be increased and stabilized, 
inflation reduced, the law simplified, tax avoidance decreased, business 
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encouraged, and greater fairness secured by the elimination of capital 
gains and of capital losses from the computation of taxable income.^®^ 
Many of those who favor the elimination of capital gains and losses 
from tax calculations base their opinion on the fact that Great Britain 
does not tax such items. Conditions are different in Great Britain, how- 
ever. There is less speculation and fewer corporate reorganizations than 
in the United States.^®® Additional care must also be exercised against 
putting too much emphasis on the British plan/®® because non-taxation 
has not worked very well and inclusion of capital items has been consid- 
ered. Tax avoidance has been accomplished by distorting normal transac- 
tions into the guise of capital transactions.^®^ 

The Joint Committee on Internal Revenue Taxation recommended in 
1927 that: (1) capital gains and losses be retained in tbe tax structure in 
order that government revenue be preserved, (2) such items be given 
special treatment in order not to impede normal business, and (3) the 
existing flat rate system be retained. 

Various reasons are advanced by those who desire the retention of 
capital gains and losses in the tax base.^®® Some advantages claimed are: 
that it is a good source for tax revenue, that it represents ability to pay, 
that it is income from a theoretical viewpoint, that capital gains and 
losses are interrelated with corrections of amortization charges of past 
periods, that capital gains frequently represent undistributed and un- 
taxed profits, that there is a present need of the Government for revenue, 
and that there is no clear cut separation in practice between capital gains 
and losses and other income determination items. 

Gains on sales of stock should be taxed; because frequently the sale 
price is partially composed of undistributed profits which would have 
been taxable were they distributed. If capital assets were freed of taxa- 
tion, it would be possible to receive a stock dividend and to resell the 
shares without tax. 

It is difficult to come to any conclusion regarding the advisability of 
inclusion or exclusion of capital gains and losses in the income calculations 
for tax purposes. The proponents of inclusion use arguments for inclusion 
similar to those used by the supporters of exclusion to justify exclusion.^®® 
In 1936, one hundred and twenty-seven American professors of public 
finance were asked to answer certain questions regarding their opinion 
on proper tax treatment of capital gains of individuals/®® The questions 
and answers are summarized below. 


1. Should capital gains and losses be included? 

2. Tncluded and taxed "at modemte rata?, 

3* Immediate abolition of special provisions? 

4. Abolition when stock market reaches peak? 


Yes 

No 

Doubtful 

53 

44 

30 

37 

55 

35 

38 

66 

23 

4 

83 

40 
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If taxation is decided on, shall it be levied in the same manner as on 
non-capital gains and losses or shall special methods be devised? 

Some persons are willing to admit that, perhaps, capital gains are in- 
come, but they go on to say that they are so different from other types of 
income that they need special treatment.^®^ Others feel that such items 
are not properly part of income or should be excluded on other grounds, 
except &at they do represent ability to pay taxes. They are willing to 
compromise by according such items special tax treatment.^®^ 

The American Institute of Accountants, from time to time, has ad- 
vocated the following special treatment for capital gains and losses;^®^ 

1. Tax capital gains and allow deduction of capital losses. 

2. Place in a separate schedule. 

3. Tax at a moderate flat rate. 

4. Do not use percentages for holding periods. 

5. Capital assets should not include land and depreciable assets used in tlie 
business. 

6. Remove limitations on capital losses. 

7. Provide a five-year carry-over of capital losses against capital gains. 

Perhaps since capital gains and losses are within a broad concept of in- 
come, they should be treated the same as are any other income items. 
Special treatment within or without the income tax structure would 
not be provided then. From a social viewpoint, unearned gains should 
be recognized in full for taxation. From tlie viewpoint of fairness, capital 
losses should likewise be deducted in fulL^®^ 

Since inaccuracies in computing ordinary income (depreciation, ob- 
solescence, etc.) inevitably appear as part of a capital loss or gain, capital 
losses and gains should be treated as are other income items. This inter- 
relationship of errors, gains, and losses indicates that capital items are 
basically not diflEerent in nature from other income-determination items. 
To grant them special treatment might give rise to manipulations of 
amortization charges. Theoretically the net cost of an asset should be 
spread over its life or holding period in amortization charges. If this 
procedure were practically possible, there would be no such things as 
capital gains or capital losses.^^® 

There has grown up in accounting a terminology which is at once misleading 
and meaningless, and has given rise to much of our dijfflculty in reporting net 
income. I refer, of course, to the terms “capital gain” and “capital loss.” If a 
company is in the business of manufacturing and selling machinery and during 
a certain period makes a profit on the sale of securities, there are many account- 
ants who will attempt to make a sharp distinction between the gam resulting 
from the sale of machinery and the gain resulting from the sale of securities, 
calling the latter a “capital gain,” , . . Do not all gains add to the capital of a 
business, and, therefore, are not all gains “capital gain?” What those mean who 
use the terms “capital gains” and “capital losses” is that those gains or losses 
are of a non-recurring nature. * . 
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What I do quarrel with is the treatment often accorded capita! gains and 
losses in our reports—that of making direct credits or charges to surplus.^®^ 

The entire structure of capital gains and losses should be eliminated. If it 
is retained, we should recognize that such items differ from other income 
items only in that, due to measurement difficulties, recognition of gain 
or loss is made in a lump sum rather than periodically. Perhaps the only 
justifiable special tax treatment to be accorded such items is to alleviate 
in some degree the unduly heavy burden which results under a graduated 
tax rate system. This treatment should be accorded not because such 
things are capital items but because recognition of gain or loss is made 
all at once. Any special device used should be applicable to all extraordi- 
nary, non-recurring items, whether or not they are called capital gains and 
losses. 

The use of rates which vary according to the holding periods of the as- 
sets disposed of (with larger recognition to those held a shorter period) 
is recognition that the gains and losses of several periods have accumu- 
lated and are being taken into the tax computation all at once. The use 
of holding periods usually causes taxpayers to change artificially the 
time at which transactions are completed by them. 

Some plan of spreading the gain back over the periods held and taxa- 
tion or deduction at the rates which would have been used in those pe- 
riods if gains or losses were recognized currently might be devised to take 
care of the matter. 

The Supreme Court has unequivocally stated that capital gains are 
part of taxable income.^^® 

Income may be defined as the gain derived from capital, from labor, or from 
both combined, provided it be understood to include profit gained through a 
sale or conversion of capital assets. . . . Here we have the essential matter: not 
a gain accruing to capital; but a gain, a profit, something of exchangeable value 
proceeding from the property, severed from the capital however invested or 
employed, and coming in, being derived, that is, received or drawn by the 
recipient for his separate use, benefit and disposal. . . 

Income has a broader meaning than mere operating income.^^^ Under 
most dividend laws, realized capital gains are considered a proper source 
for dividends; they should be considered, likewise, a part of the tax base. 

Generally, the only capital gains or losses to be included in income 
determination are those realized.^^ Emphasis on realization causes many 
tax inequities, however. In some cases two taxpayers may be in the same 
position before one disposes of property and in the same position after- 
ward, yet only one will be permitted a loss deduction or be taxed on 
a gain, merely because of some event which has occurred. Form not 
substance is stressed by such treatment. Either both or neither had a 
gain or loss as the case may be. 
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Gain or loss may be said to have accumulated before the sale or other 
disposal, and in some cases, perhaps, recognition or measurement should 
be deferred until some time after the disposal has taken place. The in- 
come tax law recognized that this may be so in its provisions regarding 
tax-free exchanges. 

Causes of Capital Gains or Losses 

So-called capital gains or losses are the result of the same things as are 
any other extraordinary gains or losses resulting from exchanges. These 
factors may be listed as: 

1. A change in absolute value due to natural growth. 

2. A change in value of particular property in comparison with the value of 
other property due to external causes. 

3. A change in money value of property due to appreciation or depreciation 
of currency. 

4. Accumulated errors in asset amortization of prior periods. 

All but the third are income calculation items and should be taxed. 
The third is not an '‘accretion to purchasing power'; it merely represents 
a recovery of purchasing power. As a practical matter, all must be treated 
alike, taxed or not taxed, because we have not yet gained suiBcient dex- 
terity in the use of index numbers or other devices for sifting out mere 
price level changes.^^^ 

The use of tax-free exchanges results, incidentally, in sifting out of the 
income calculation some of the mere price level changes. 

Gains and Losses from the 
Sale of Capital Assets 

In Article 109 of the Regulations of 1913, capital gains and losses were 
included in the income calculation; 

In ascertaining net income derived from the sale of capital assets . * . the dif- 
ference between the selling price and the buying price shall constitute an item 
to be added to or subtracted from gross income according to whether the sell- 
ing price was greater or less than the buying price. 

The Regulations of 1916-1917 repeated the above article®^^ and empha- 
sized the matter to a greater extent than previously and indicated that the 
gain was to be considered as income of the year of the sale.^^* 

The 1918 Regulations were quite similar but also made specific men- 
tion that proper adjustment would have to be made for depreciation and 
so forth.^^^ No significant changes have taken place since that time.^^® 

Definition of Capital Assets 

The first definition of the classification of ‘‘capitaF assets is found in the 
1921 act. In prior Regulations, ‘‘capitaF assets were merely mentioned.^^'^ 
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* . * property acquii*ed and held by the taxpayer for profit or investment for 
more than two years (whether or not connected with his trade or business), but 
does not include property held for personal use , . . , or stock in trade . , , , or 
other property . . . properly included in the inventory ... if on hand. . . 

This provision remained unchanged until 1934.^^® In 1934 and 1936 the 
two-year holding period was not included.®^® An important change was 
made in 1938^^^ to exclude from the classification of capital assets: 

, . . property, used in the trade or business, of a character which is subject to 
the allowance for depreciation provided in sec. 23(1); . . 

The exclusion from capital assets of assets subject to depreciation is com- 
mendable. Errors in amortization automatically become capital gains or 
losses when the assets on which errors have been made, if classified as 
capital assets, are disposed of, A loss on the sale of machinery is thus 
fully deductible and abandonment of salvage values is no longer encour- 
aged. 

The American Institute of Accountants Committee on Federal Taxa- 
tion of Income approved the 1938 change, but advocated that land used 
in trade or business also be excluded from capital assets. Different treat- 
ment of land and buildings causes difficult problems of apportionment of 
proceeds of sales of land with improvements thereon,^^® Assets subject 
to depreciation are excluded from capital assets under the 1939 act also. 
Exclusion of assets subject to depreciation from the capital asset 
classification should include assets subject to any type of amortization. 
However, the law would be improved if the entire classifications of 
capital assets and corresponding capital gains and capital losses were 
abolished. 

In 1932^®'^ gains or losses from short sales of stocks or bonds, or at- 
tributable to privileges or options to buy or sell such stocks or bonds, or 
from sales or exchanges of such privileges or options, were considered as 
gains or losses from sales or exchanges of stocks or bonds which were not 
capital assets, . ■ , , 

In later years, they were considered as capital gains or losses of 
capital assets held one year or less. 

For income tax purposes a short sale is consummated when property 
is delivered to cover the short sale.®^® This treatment represents a variation 
from the usual situation in which a sale marks a completed and closed 
transaction. 

Tax Treatment of Capital 
Gains and Losses 

In general, special tax treatment for capital gains and losses has not been 
prescribed for corporate taxpayers. Corporations have been taxed on 
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capital gains and have been permitted capital losses in the same way as 
other income and deductions have been treated.^^'^ 

The matter of the treatment of capital gains and losses of individuals 
is important enough in its implications and possible extension to corpora- 
tions to warrant examination at this point. 

Special treatment was first accorded in 1921.^^® From that point until 
193422 © capital gains and losses were recognized in full for tax purposes, 
although the taxpayer had the privilege of choosing a flat 12 - 1/2 per 
cent rate applied to such items as a tax computation over and above the 
tax on all other income exclusive of such capital items,®^^ 

This privilege was of major importance only to those whose income 
was large enough to be taxed in part at rates greater than 12 - 1/2 per 
cent. In the 1934 act, at a time when little sympathy was expressed for 
the more wealthy taxpayer, this privilege of special rates for capital gains 
was withdrawn. 

In 1934 and 1936^^^ an entirely new method of taxation was introduced. 
Only limited recognition was granted some capital gains and losses, de- 
pending on the period the assets were held.^®^ The amounts recognized 
were then included among the ordinary items and taxed at the usual 
rates. The same idea was continued in 1938, but the holding periods 
and rates of recognition were changed.^®® 

Special treatment has been accorded capital items, because it has been 
felt that recognizing such items in a lump at progressive rates was unfair, 
in as much as they had accumulated over a period of time. 

However, special treatment has brought with it new problems, chief 
among which is the consummation of transactions at times inopportune 
for purposes other than that of getting the transaction into the most ad- 
vantageous holding bracket for tax purposes. 

As early as 1930, President Hoover said that the current rate on capital 
gains caused speculative inflation and impeded business recovery.^®^ 
Again, in 1931, he recommended an inquiry into the effects of the capital 
gain and loss provisions of the law,^®^ 

Additional evidence of dissatisfaction with capital gains and loss pro- 
visions can be found long before the change in 1934. In 1928, the Joint 
Committee on Internal Revenue Taxation proposed a percentage method 
of taxation somewhat similar to the 1934 method. 

The then existing provisions^®® were criticized on the grounds that they 
( 1 ) furnished little relief to the smaller taxpayers, ( 2 ) were based on mere 
expediency, (3) ignored the length of the period the assets were held, and 
(4) often taxed mere changes of price level. This committee said a good 
system should not impede business and that it should result in a tax 
approximately the same in amount as if the gain or loss had been realized 
over the entire holding period of the assets. 
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Non-Recurring Items 

Abandonment and Worthlessness 
m Capital Losses 

Abtioje 117-4 of the Regulations of 1934 and 1936 held that Section 117 
applied only to gains or losses on sales or exchanges of capital assets. It 
did not apply to loss of useful life through permanent abandonment of 
assets or to loss due to worthless stock or debts. 

The 1934 and 1936 rules resulted in the absurd situation whereby 
property was abandoned rather than sold at salvage value, in order to 
gain a tax advantage of full deduction of loss due to abandonment rather 
than a partial deduction for a loss on sale or exchange. In two cases, the 
Board of Tax Appeals attempted to discourage such abandonments by 
ruling losses not deductible where bonds could have been sold at a 
nominal price and the taxpayer did not avail himself of such oppor- 
tunity.^^^ 

A distinct change in policy took place in 1938.^^® If stock or stock rights 
were capital assets and became worthless in the taxable year, the loss 
was considered a loss from the sale or exchange of capital assets on tihe 
last day of the taxable year. 

Limitation on Capital Losses 

In 1916 and 1917, capital losses were deductible only to the extent there 
were capital gains, and in 1918 this restriction was removed. 

In the 1921 act^^® there was no specific limitation on the amount of loss 
which was permitted to be put into the income calculation. The only 
restriction was that the 12-1/2 per cent rate when applied against losses 
should not result in a tax smaller than if the special tax treatment was 
not used. 

In 1921, the taxpayer was taxed at 12-1/2 per cent on capital gains 
but the deduction for losses was not restricted to that rate, but in 1924, 
the losses also came within die scope of the 12-1/2 per cent rates. In the 
years of 1924 to 1932, inclusive, a non-corporation taxpayer was peimitted 
a capital loss deduction only to the extent of capital gains.^^® Corporations 
had an unlimited capital loss deduction privilege. 

A new provision appeared in 1934 and 1936: 

Losses from sales or exchanges of capital assets shall be allowed only to the 
extent of $2,000 plus the gains from such sales or exchanges.^^^ 

No limitation was placed on losses from abandonment 

This $2,000 limitation applied to all taxpayers, corporations included, 
in 1934 and 1936, but was limited to corporations in 1938.®^® In 1938, for 
others than corporations, short-term (not over eighteen months) capital 
losses were allowed only to the extent of short-term capital gains, although 
a partial caixy-over was permitted. There was no limitation on losses on 
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capital assets held over eighteen months. The above mle was made appli- 
cable to corporations in the taxable years of 1940 and thereafter by the 
1989 act."^® 

Arbitrary limitation on the deductibility of losses has been the basis 
for much of the criticism regarding taxation of capital gains and losses. 
The American Institute of Accountants has favored the relaxation of such 
rules, at least in so far as they affect sales of assets necessary to the 
conduct of the ordinary business of the taxpayer.^^* 

George O. May has indicated very well in the following statement that 
there is much justice in tire objections raised against arbitrary limitations 
of capital losses: 

. . . The denial of allowances for losses on property sold is manifestly unjust 
and results in such absurdities as taxpayers being led to sacrifice substantial 
salvage values in order to preserve the right to take deductions for losses which 
are allowable if property is abandoned, but not if it is sold. There is, moreover, 
something repugnant to one's sense of justice in the sight of a government de- 
liberately devaluing the currency and taxing as a gain the difference between 
the price received in depreciated currency and the price paid prior to devalua- 
tion in the undepreciated currency, and at the same time denying to taxpayers 
relief in respect of losses occasioned by the fall in prices which is pleaded in 
justification of the devaluation.^^® 

The defense offered for loss limitations is that they are necessary to offset 
arbitrary or fictitious loss-taking by taxpayers.^^® 

Whether or not capital gains and losses are recognized for tax purposes, 
they should be treated consistently. If one is fully taxable, the other should 
be fully deductible. 

Limitation on Stock and Bond Losses 

In 1932, a new provision was introduced into the law.^^^ Losses from 
sales or exchanges of stock and bonds^^® which are not capital assets were 
allowed only to the extent of the gains from such sales or exchanges. This 
provision did not affect transactions in real or other personal property.^^® 
Losses disallowed by the above limitation (not including losses of a pre- 
ceding year) and not in excess of the taxpayer s net income for the current 
year were deductible in the succeeding year as losses from sales or ex- 
changes of stock and bonds which are not capital assets. 

This carry-over provision was repealed by section 218(b) of the 1933 
law on January 16, 1933.®®® 

The intention of this provision was clearly preservation of government 
revenue and discouragement of speculation. Gains from business and other 
sources were being wiped out by large losses on securities transactions, 
and it was decided to cut down the allowable amount of such losses.®®^ 

The proposed House bill of 1932 was very severe and applied the 
limitation to all securities. The Senate Finance Committee felt that securi- 
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ties held over two years were held by investors and that they should not 
be as severely limited as those held a shorter time.®®^ Thereforej no change 
was made in regard to securities held over two years; the limitation 
applied only to those held for a shorter term. 

These limitations on loss provisions were omitted from the 1934 and 
subsequent acts because of the new policy adopted in the treatment of 
capital gains and losses.^®® 

Unrealized Gains and Losses 

Where do unrealized appreciations and value shrinkages of assets fit 
into the income determination picture? From a theoretical point of view, 
unrealized appreciations should be included in gross income^®^ and un- 
realized value shrinkages should be deducted. However, they both fall 
into the group of unpredictable extraordinary items and cannot be meas- 
ured currently for expedient use. As a practical matter, they are considered 
only when a suflSciently objective event occurs which marks the end of 
a cycle and presents an opportunity for measurement. 

Opposition to the inclusion of unrealized appreciation in income is very 
strong among many writers.^®* 

Accounting practice has been inconsistent in its refusal to accrue appre- 
ciation while it often sanctions the deduction of unrealized shrinkage 
losses from assets. A commonly stated accounting rule is that an account- 
ant may "anticipate losses but not gains."' This type of rale is based on 
mere conservatism and little more. Conservatism has some value, of 
course, but should not be emphasized too much when income for tax 
purposes is being computed. 

Shrinkages in value of assets are probably no more accurately predict- 
able or measurable than are appreciations. Shrinkages and appreciations 
of value are quite similar, except, of course, the price movements are in 
opposite directions. 

Accountants usually limit shrinkage loss deductions to those occurring 
on current assets,®®^ on the ground that they are more certain and subject 
to measurement than are those related to long-lived assets. However, 
seldom do they sanction a write-up of current assets. One of the common- 
est examples of such inconsistencies is the *lower of cost or market" rule 
for inventory prices^®^ and for temporary investments in marketable 
securities. 

There is a minority group of accountants which opposes inconsistent 
rules regarding write-ups and write-downs. Most of these accountants 
favor adherence to cost, ignoring both unrealized shrinkages and incre- 
ments?®* 

The income tax law in 1913 provided that: "All losses actually sustained 
within the year and not compensated by insurance or otherwise, . . 
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and 'losses actually sustained during the year, incurred in trade or arising 
from fire, storms, or shipwreck, and not compensated for by insurance or 
otherwise, . . were deductible. 

A change in 1916 and 1917^®^ made the law clear that the above rales 
applied also to corporations. In these two latter years the deduction was 
allowed if "actually sustained and charged oiS” The requirement of charge 
off was eliminated from an otherwise unchanged provision in the 1918 
act by the Senate Finance Committee.®®^ 

That losses might properly be deducted other than in the year sustained 
was recognized by the 1921 act, which stated: 

. , . unless in order to clearly reflect the income, the loss should ... be accounted 
for as of a different period.^®® 

A provision such as this might be construed broadly enough to permit 
accruals or the spreading of losses over several periods. 

However, permission to account for the loss in a period other than that 
sustained was limited to the 1921 act and was excluded from all of those 
following.^^ 

The 1913 Regulations stated that: "The deduction for losses must be 
losses actually sustained during the year and not compensated by insur- 
ance or otherwise. . . Apparently losses actually sustained might 
possibly include so-called unrealized items, because Article 134 of the 
1913 Regulations specified that: 

Depreciation in book values of capital assets shall be treated in the return in 
the manner prescribed in the case of loss from sale of capital assets but amounts 
arbitrarily charged off will not be allowed as deductions except so far as they 
represent an actual shrinkage in values which may be determined to have taken 
place during the year for winch the return is made. 

In 1913, also; 

In the case of changes in book values of capital assets resulting from a re- 
appraisal of property, die consequent gains or losses shall be computed for the 
return in the manner prescribed ... in the case of the sale of capital assets. 

In cases wherein there is an annual adjustment of book values of securities, 
real estate and like assets, and the increases and decreases in values, thus in- 
dicated, are taken up on the books and reflected in the profit and loss account, 
such readjusted values will be taken into account in making the return of 
annual net income and no prorating will be required. . . . The adjustment re- 
ferred to will comprehend assets which have increased in value as well as 
tliose which have decreased.^®® 

However, Article 158 of 1913 stated: 

Deductions for losses should be confined to losses actually sustained and charged 
off during the year and not compensated by insurance or otherwise. 

The matter was later clarified by an addition as follows: . , as evidenced 
by closed and completed transactions.’*®®’^ 

The Regulations have placed emphasis on realized items since that 
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time. They have required that closed and completed transactions must 
be "‘fixed by identifiable events.”^®^ The position of the Treasury Depart- 
ment is expressed well in the Regulations for 1934, 1936, and 1938. 

Even though property is not sold or otherwise disposed of, gain (includible in 
gross income under section 22(a) as "gains or profits and income derived from 
any source whatever"') is realized if the sum of all the amounts received which 
are required by section 113(b) to be applied against the basis of the property 
exceeds such basis. On the other hand, a loss is not ordinarily sustained prior 
to the sale or other disposition of the property, for the reason that until such 
sale or other disposition occurs there remains the possibility that the taxpayer 
may recover or recoup the adjusted basis of the property. Until some iden- 
tifiable event fixes the actual sustaining of a loss and the amount thereof the 
act takes no account thereof. 

Although several articles in the 1913 Regulations indicated that unrealized 
changes in asset values must be considered in income calculations, the 
regulations were changed in 1916 and 1917 and definitely stated that 
unrealized shrinkages shall not be deducted. 

In the case of banks or other corporations which are subject to supervision by 
State or Federal authorities and which, in obedience to the orders of such 
supervisory oflicers, charge off as losses, amounts representing an alleged 
shrinkage in the value of property, real, personal, or mixed, the amounts so 
charged off do not constitute allowable deductions. Deductible losses are those 
only which are determined upon the basis of a closed or completed transac- 
tion. . . 

This rule does not apply to dealers in securities, however.^^^ The matter 
is further clarified thus: 

A corporation possessing securities . . . can not allowably deduct . , . any 
amount claimed as a loss on account of shrinkage in value of such securities 
through fluctuations of the market or otherwise; the only loss to he allowed in 
such cases is that actually suffered when the securities mature or are disposed 

of 2T2 

Several Board of Tax Appeals and other decisions have been to the effect 
that no deductible loss results from appraisals below cost;^^^ and that until 
there has been a sale or other disposition of the property, it cannot be 
determined whether or not a loss has actually been sustained.^'^^ 

The Supreme Court, in Gray n. Darlington, ruled that under the income 
tax. law, of 1867: 

... the mere fact that property has advanced in value between the date of its 
acquisition and the sale does not authorize the imposition of the tax on the 
amount of the advance. ... It constitutes and can be treated merely as an in- 
crease of capital.®^® 

The Board of Tax Appeals has established the general rale that losses are 
deductible in the period sustained.^^® The general rale is subject to excep- 
tion for normal obsolescence, bad debts, and certain other items. Just 
when is a loss sustained? Over a period of time? Or when discovered? 
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It lias been decided several times that a gain or loss incident to a fire 
takes place in the year of the fire and not when the insurance is paid.^^^ 

The excess cost of alterations directly caused by bad faith and incom- 
petence of a contractor in wasting materials and labor was held a capital 
addition and not a deductible loss when the excess expenditures were 
made or when they were discovered by comparison with the opinions 
and estimates of o&er contractors and with the reasonable value of the 
alteration.®^^ 

The discovery date was not considered the time for taking a deduction 
for losses from embezzlement; the year in which the act of theft took 
place was considered the proper time.^’^® 

Losses from the disposition of property are deductible only in the year 
of a closed transaction. Where a sale is made to a purchaser not related 
to nor connected with the taxpayer, and no agreement to repurchase 
exists, the loss is allowable, even though the purpose of the transaction 
was tax reduction.^®® 

To have a closed transaction, it is not necessary that proof be given 
that there is no possibility of eventual recoupment.^®^ This rule is quite 
generally used for income determination for accounting purposes also. 
Many so-called completed and closed transactions are not really com- 
pleted at ail, but are considered complete at a point convenient for income 
measurement. 

No gain or loss arises from a mere contract to sell real estate. Sale 
occurs when the title passes or at the time the possession, burdens, and 
benefits of ownership are, from a practical standpoint, transferred to the 
buyer, whichever happens first^®^ 

The significance of a sale or other closed transaction in the determina- 
tion of income has been expressed well in the case of Schoenberg n. 
Commissioner. 

The place of a sale in claiming a deduction is as evidence that a loss has been 
realized. If the sale is real and is an isolated transaction, it is conclusive proof. 
If it is only part of an entire plan, then the entire plan is examined to ascertain 
whether its effect is to produce a loss or a realized loss. It is immaterial that the 
motive prompting the sale or the plan of which the sale was a part was to seeme 
a deduction. The matter of interest is whether an actual loss has been realized. 
Tax law deals with realities. 

The sale or transaction does not make the profit or loss jump into exist- 
ence at once; it merely furnishes a convenient place at which the amount 
of gain or loss can be measured in objective fashion. That such objectivity 
is important to accounting calculation of income is evidenced by the 
emphasis on sales as a point of income realization. 

The importance of objective measurement in tax matters is expressed in 
the last sentence of the above quotation: "Tax law deals with realities.'^ 
Perhaps, it could be clarified if it were stated that objective evidence of 
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realities is demanded. Reality may not always be measurable. The Treas- 
ury's disallowance of many deductions is based on reluctance to accept the 
unproven estimates of the taxpayer;-^* it is not a denial that some indefi- 
nite amount of gain or loss has taken place. However, in the treatment 
of certain' items, the Treasury has been willing to forego its requirement 
of closed transactions.^®^ 

The decision in the Schoenberg case continues: 

To secure a deduction, the statute requires an actual loss be sustained. An 
actual loss is not sustained unless when the entire transaction is concluded the 
taxpayer is poorer to the extent of the loss claimed— in other words, he has that 
much less than before. 

A loss as to particular property is usually realized by a sale thereof for less 
than it cost. However, where such sale is made as a part of a plan whereby 
substantially identical property is to be reacquired and that plan is carried out, 
the realization of loss is not genuine and identical— It is not real. This is true 
because the taxpayer has not actually changed his position and is no poorer 
that before the sale. The particular sale may be real but the entire transaction 
prevents the loss from being actually suffered. Taxation is concerned with real- 
ities and no loss is deductible which is not real. 

Similar decisions have been handed down in several other court cases.^®® 
Although the Commissioner has refused to acquiesce, the Board of 
Tax Appeals has also interpreted the significance of the closed transaction 
as merely a convenient point at which to measure income. It has held 
that losses may be allowable prior to the year in which the transaction 
is closed, where they are reasonably certain in fact and ascertainable in 
amount^^'^ 

A rule such as this is the basis for deductions for predictable losses for 
bad debts and obsolescence. It cannot be applied to unpredictable losses 
and gains, of course; because measurement is not possible in advance of 
the discovery of the loss or gain. 

Shrinkage in Value of Capital 

In the regulations for all of the years from 1918 to 1938, inclusive, losses 
claimed on shrinkage in value of securities, such as stocks and bonds, 
through fluctuation of the market or otherwise may not be deducted. "The 
loss allowable in such cases is that actually suffered when the securities 
mature or are disposed of/'®®® In 1921 this provision was limited to "stock 
of a corporation.” 

Losses allowable under this provision may be limited by other sections 
of the law. 

WorthlesB Stock 

Loss due to worthless stock must be considered as a special case of value 
shrinkages and subject to exception from the general disallowances of 
shrinkage* 
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However, if stock of a corporation becomes worthless, its cost . . . (or other 
basis) . . . may be deducted by the owner in the taxable year in which the stock 
became worthless, provided a satisfactory showing of its wortiblessness be 
made. . . . 

The foregoing is part of the 1918 regulations and is representative of the 
provisions of later years also.®®® 

Worthless stock may be deducted only in the year in which it becomes 
worthless, regardless of when it is ascertained to be worthless.®®^ This rule 
has been interpreted to mean that a loss is actually sustained if it reason- 
ably appears under given circumstances that such stock has become worth- 
less.®®® It is not necessary that there be a write-off on the taxpayers 
books.®®® 

Under the 1986 and earlier acts, losses due to worthless stock and rights 
were not subject to the capital loss limitations.®®^ If, however, they were 
sold at a loss, the loss was subject to capital loss limitations. The difference 
in treatment was aimed at discouraging loss-taking. Worthless items, 
however, are not within the taxpayers* control, and, therefore, cannot 
arbitrarily be used for tax-avoidance. 

In the 1938 Law, shares and rights were considered securities subject 
to loss limitations placed on sales of capital assets: 

(1) Limitation.— Losses from sales or exchanges of capital assets shall be allowed 
only to the extent provided in section 117. 

(2) Securities Becoming Worthless.— If any securities (as defined in para- 
graph (8) of this subsection) become worthless during the taxable year and are 
capital assets, the loss resulting therefrom shall, for the purposes of this title, 
be considered as a loss from the sale or exchange, on the last day of such 
taxable year, of capital assets. 

(3) Definition of Securities.— As used in this subsection the term “securities” 
means (A) shares of stock in a corporation, and (B) rights to subscribe for or to 
receive such shares.®®^ 

Loss of Useful Value 

The following provision appeared in the Regulations for 1918 and re- 
mained substantially unaltered in those of 1921, 1924, 1926, 1928, and 
1932.®®® 

When through some change in business conditions the usefulness in the busi- 
ness of some or all of the capital assets is suddenly terminated, so that the tax- 
payer discontinues the business or discards such assets permanently from use 
in the business, he may claim as a loss for the year in which he takes such action 
the difference between the cost ... of any asset so discarded (less any deprecia- 
tion sustained) and its salvage value remaining. This exception to the rule re- 
quiring a sale or other disposition of property in order to establish a loss 
requires proof of some unforeseen cause by reason of which the property must 
be prematurely discarded, as, for example, where an increase in the cost of or 
other change in the manufacture of any product makes it necessary to abandon 
such manufacture, to which special machinery is exclusively devoted, or where 
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new legislation' directly or indirectly makes the continued profitable use of the 
property impossible. This exception does not extend to a case where the useful 
life of property terminates solely as a result of those gradual processes for which 
depreciation allowances are authorized. It does not apply to inventories or to 
other than capital assets. The exception applies to buildings only when they 
are permanently abandoned or permanently devoted to a radically different 
use, and to machinery only when its use as such is permanently abandoned. 
Any loss to be deductible under this exception must be charged off on the 
books. . . 

The 1934, 1936, and 1938 Regulations were not greatly different. They 

made it quite clear that limitations in Section 117^^® regarding the sale 
or exchange of capital assets were not applicable to losses due to the dis- 
carding of capital assets.^®® 

Again, the emphasis is on unforeseen losses and not on those which may 
be considered predictable. This latter type must be recovered over a 
period of time rather than at the time abandonment occurs. 

Losses on the Abandonment of Assets 

The problem of abandonment losses is essentially the problem of proper 
disposal of imamortized asset balances. As in the case of all extraordinary 
losses, a determination must be made regarding what income periods 
should be affected by the abandoned asset balance. A decision must be 
reached as to the time or periods of time in which the loss occurred. The 
loss is either that of: (1) the holding periods prior to the discovery or 
taking of the loss, (2) the period in which the loss was realized, or 
(3) periods subsequent to the realization. 

The best theoretical treatment appears to be (1) above, but it is ordi- 
narily not usable.^®® Measurement problems are too great unless the time 
of abandonment was fixed in advance to allow periodic amortization of 
the asset over its shortened life. 

The third suggestion is made frequently by cost accountants, among 
others. This point of view may be summarized as: 

The abandonment loss is, in effect, a part of the cost of the product which will 
be turned out by the new machine. Therefore, if it is decided to abandon the 
old machine in favor of the new one, the abandonment loss . . . should be cap- 
italized as a part of the cost of the new machine and entered into costs through 
the depreciation charge. The product turned out by the new machine receives 
the benefit of increased efficiency and should bear the burden of the unrecov- 
ered cost of the old machine.®®^ 

. . . considering the abandonment loss as an expense for the present period, 
... is obviously an untenable view, . . 

To charge ... to surplus would be to treat it as a loss which is in no way 
related to future periods. It would seem that this unrecovered cost is not such 
a loss, however. . , . The cost of previous periods have not been misstated, and 
although this is an unusual loss, it is definitely related to the future and should 
be capitalized.®®^ 
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The position of the Government, in general, has been that unamortized 
asset balances are deductible according to the second method, in the year 
the asset is abandoned^^®^ A well-recognized exception to this rule in both 
the Federal income tax and in accounting procedure is made in the case 
of abandonment losses of assets bought with the intention of demolition 
to make way for other things. They are capitalized properly in the cost 
of the land, since the price paid for the land was set in consideration of 
the demolition loss.®®^ This rule was followed in one case even though 
demolition was postponed for a time during which the property was 
rented.®^® 

The Regulations of 1913 stated that: 

Losses due to voluntary removal of buildings, etc., incident to improvements is 
either a proper charge to the cost of new additions or to depreciation already 
provided, as the facts may indicate, but In no case is it a proper deduction in 
determining net income, except as it may be reflected in the reasonable amount 
allowable as a deduction for depreciation of the new building. Any loss claimed 
because of the voluntary removal of a building is presumed to have been cov- 
ered by previous depreciation charges; otherwise the amount of such loss will 
constitute a part of fhe cost of the new building.®®^ 

From a theoretical viewpoint, the loss on abandonment is a proper part 
of the previous amortization charges but can not be reallocated con- 
veniently thereto.®®® Article 127 of 1918 recognizes that this is true, but 
it also provides, unwisely, that amounts not so recovered are a part of 
future asset costs and are not deductible at the time of the abandonment. 
This provision appears to have included the third best instead of the 
second best choice. 

The Regulations were changed in 1916-1917 as follows: 

Loss due to the voluntary removal or demolition of old buildings, the scrapping 
of old machinery, equipment, etc., incident to renewals and replacements win 
be deductible from gross income, in an amount representing the difference be- 
tween the cost of such property demolished or scrapped and an amount measur- 
ing a reasonable allowance for the depreciation which the property had under- 
gone prior to its demolition or scrapping; that is to say, the deductible loss is 
only so much of the original cost, less salvage, as would have remained unex- 
tinguished had a reasonable allowance been charged off for depreciation during 
each year prior to its destruction.®®® 

The 1916-17 provision permitted the taking of the loss in the year of 
abandonment, if it had not been recovered previously through reasonable 
depreciation charges. There is evidenced, however, an apparent disallow- 
ance (other than by possible amended returns) of amounts which might 
reasonably have been included in depreciation charges. 

The regulations of these two years, thus, appear to contain recognition 
that some losses are predictable and currently recoverable. They also 
recognize that the unpredictable and, hence, unspreadable losses are to 
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be taken up when the abandonment event occurs, in default of prior' 
current measurement 

In 1918 the regulations remained unchanged, except that specific 
mention was made that abandonment losses on assets purchased with 
abandonment in mind were properly includible in the asset cost of the 
land. 

In the 1921®^^ and subsequent regulations, the explanatory material 
regarding the computation of the loss as an amount less reasonabie pre- 
vious depreciation write-offs was removed. It is problematical whether or 
not this alteration makes it possible for the entire amount of unrecovered 
asset balance to be deducted even though part of the balance is made up 
of asset cost which should have been recovered previously by depreciation 
charges on the predictable shortening of the asset service life. 

Unamorthed Balances 

In order that all unamortized asset balances may be handled in a manner 
consistent with the tax treatment permitted for losses on the disposition 
or abandonment of fixed assets, any unamortized balances of expenditures 
should be recognized at the time they may no longer be deferred. Theo- 
retically, the best treatment is an adjustment of past amortization figures 
to absorb the amount not absorbed in the past 
The depreciated cost of non-removable improvements erected on leased 
premises is deductible by the lessee on the expiration of non-renewable 
leases.®^^ Where a new lease required the razing of an old building and 
the erection of another, it was held that the lessee may not spread the 
unamortized cost of the old improvements over the new lease. The un- 
amortized amount is deductible in the year of the demolition.®^* Several 
other decisions have been rendered permitting a deduction of unamortized 
improvements by the lessee when a lease is cancelled.®^^ 

However, in contradistinction to the above cases was one in which the 
unextinguished cost of an original lease was considered part of a new 
one on die same premises and proratable over the new lease.*^® 

There is some agreement in accounting rules that unamortized bond 
discount on bonds retired should be written off in the year of retirement. 

Ordinarily bond discount should be amortized over the life of the bonds, but if 
any of the bonds are retired before maturity, the imamortized portion of such 
bond discount applicable to the bonds so retired should be charged off to profit 
and loss during the year of their retirement.^^^® 

Carman Blough stated in 1937: 

Bond discount and expense attributable to reacquired long-term debt is re- 
quired to be written off when the bonds have been reacquired, irrespective of 
whether they may be subsequently resold.®^^ 
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There is no such agreement, however, regarding the treatment of 
unamortized discount on bonds refunded by other bonds or by shares. 
The present uncertainty has been stated well by George O. May: 

In the case of a refunding issue, some take the view that the retirement of the 
old bond issue completes a transaction which began with its issue-just as the 
discarding of a piece of machinery through obsolescence completes a transac- 
tion which began with its purchase, Others take the view that the refunding is 
a voluntary action which will produce an economy in that the cost of the money 
borrowed over the remaining years of the term of the original issue will be 
lessened by the refunding, even if the amortization of the old discount and 
expense be included as a part of the cost in this calculation. On this basis, they 
hold that the unamortized discoimt and expense . . . may be . . . written off 
over . . . the future . . , ; the other school argues that it involves carrying for- 
ward an asset or deferred charge which should be written off. 

Each view . . . has substantial support among accountants. 

In such circumstances, it seems impossible for the Institute to lay down a 
uniform rule for the guidance of its members, and it is noteworthy that the 
Securities and Exchange Commission has also refrained from laying down any 
general rule on this question,^^® 

The American Institute of Accountants Committee on Accounting Pro- 
cedure, in 1939,®^® allowed a write-off at tlie time of refunding, but pre- 
ferred the distribution of such items over the original life of the bonds re- 
funded, Their preference for this instead of amorization over the life of 
the new bonds is based on conservatism. 

Another accounting opinion expressed was that the unamortized bal- 
ance of bond discount and expense on reacquired bonds should be 
deferred over the remaining life of those bonds. However, this opinion 
favored the deferring over the life of new bonds any premium paid on 
the old bonds repurchased, as a cost of issuing the new bonds.®®® Such 
treatment seems inconsistent. Both items should be treated alike; unamor- 
tized discount is a form of premium on repurchase. 

There is additional support to be found among accountants in favor 
of writing off such balances over the remaining life of the old bonds 
repurchased,®®^ In contrast to this, there is also accounting opinion in favor 
of writing off unamortized discount and premixims on the repurchase of 
bonds over the life of the new bond issue.®^® One opinion is as follows: 

If the new bonds are merely a substitution and were not issued to the public 
through the usual financial procedure, the deferred discount and expense on 
the old bonds at the time of refunding will not be allowed as a deduction for 
income tax purposes after the refunding date. The treasury department has been 
upheld in its contention that where a new issue of bonds is used to retire an old 
issue by substitution only, all deferred discoimt and expense of the old issue 
must be regarded as a deduction for income tax purposes in the period prior to 
the date of refimding.®^® 
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In iBany cases the Commissioner disallowed the deduction for uiiamor- 
tized bond discount, but in some of them, the Board of Tax Appeals and 
the courts upheld the taxpayers. Treasury Decision 4603 was then issued 
in 1935.®^^ The gist of this decision follows in the following paragraphs. 

(a) Any premium on redemption, less unamortized premium upon issuance 
(not aheady returned as income), plus any unamortized discount or expense is 
deductible in the year of the retirement of the bonds. This rule is supported by 
several decisions.^^s treasury decision further provides that in the case of 
the retirement of old bonds before the date of this treasury decision, the tax is 
to be based on the rule heretofore in effect; ie., the items should be prorated 
over the life of the new bonds if the tax year of the retirement is closed on that 
basis and the tax cannot be redetermined; and if such taxable year remains 
open, the taxpayer may elect the old basis. 

(b) A different rule applies for bonds retired by cash and the issuance of 
new bonds. In regard to the portion retired by cash, any amount in excess of 
the face value of the old bonds, less premium received on the issuance (and not 
already returned as income) plus any unamortized discount and expense on 
issuance is deductible in the year of retirement, subject to provision (a). In re- 
gard to the part retired by the issuance of new bonds, such items shall be 
amortized over the life of the new bonds. 

(c) In the case of the retirement of old bonds in exchange lor new bonds 
of the same or greater face value, or by exchange for new bonds plus a bonus 
in cash, such items shall be amortized over the life of the new bonds. 

(d) In the case where old bonds are retired from the proceeds of the sale 
of stock, such items are deductible in the year the bonds are xetired.®^® 

In the case of the retirement of old bonds through conversion or exchange 
for capital stock of the obligor, no deduction is allowed on account of 
unamortized discount either when retired or in the future.^^^ Apparently 
conversion is considered a continuation of an existing transaction, while 
sale of shares and the use of the proceeds to redeem old bonds are con- 
sidered distinct transactions marking a point at which gain or loss may 
be measured. 

Considering the differences of opinion among accountants, and between 
the courts, the Board of Tax Appeals, and the Treasury Department, 
perhaps, it is not necessary that a decision on the matter be reached 
here. Suffice it to say, the real choice appears to be between a write-off at 
the time of retirement and amortization over the life of the new issue. 
If such items are deferred to the future, it is on the theory that they 
represent costs of issuing the new bonds. The cost should, therefore, be 
spread over the life of those bonds and not over a more conservative 
shorter period. 

To be consistent with the treatment of obsolescence, such discount and 
expenses should have been recovered during the time the bonds were 
outstanding. Failing that, they should be written off at the time the bonds 
are retired. 
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for Determining Gain or Loss 
on Disposal of Assets 

The general rale is that the proper basis of assets for determining gain 
or loss shall be cost®®® or approved inventory value, adjusted for certain 
things.®®® The principal exceptions to the general rale are encountered 
in connection with property received on tax-free exchanges. 

The basis of property received tax-free after exchanges for substantially 
similar property is the basis the old property had,®®^ decreased by the 
amount of money received in the transfer and by the loss recognized at 
the time of the exchange and increased by any gain recognized at the 
time of the exchange,®®® 

If any exchange was tax-free, because the property received had no 
market value®®® or "readily realizable market value ”®®^ the property re- 
ceived assumes the basis of the old. 

In cases of involuntary conversion, the property acquired in the manner 
provided by law is treated as taking the place of the property converted.®®® 
The basis is the same as that of the property converted, decreased by the 
amount of any money received and not properly expended and decreased 
by the amount of loss to the taxpayer recognized upon the conversion 
and increased by the amount of gain on conversion.®®® 

The basis of stock or securities acquired in wash sales transactions is 
the basis of the items disposed of, increased by the excess of the repur- 
chase price over the sale price, and decreased by the excess of the sale 
price over the repurchase price.®®’^ 

Property acquired by a corporation after December 31, 1920, in ex- 
change for the issuance of its securities®®® has the same basis as it had 
in the hands of the transferor, increased by any gain or decreased by any 
loss recognized to the transferor at the time of the transfer.®®® This rale 
applies also when part of the consideration for the property is money, in 
addition to the stock or securities. 

In 1932, the Ways and Means Committee®^® amended the law to reflect 
the long established position of the Treasury in regarding the basis of 
property transferred to a corporation as paid in surplus, as the same basis 
as 4at of the transferor. This amendment removes the effect of a Board 
of Tax Appeals decision that the basis was the fair market value of the 
property at the time of transfer.®^^ 

Ihe 1918 Regulations®^® specified that the basis for property acquired 
by gift or bequest was the fair market value at March 1, 1913, or at the 
date of acquisition. Fair market value is evidenced by the appraised value 
for Federal estate or state inheritance taxes. 

In 1921, separate treatment was provided for (1) gifts made on or 
before December 31, 1920, (2) gifts made after December 31, 1920, and 
(3) inheritances and bequests. 
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Gifts made on or before December 31, 1920, have as a basis Ihe fair 
market value at the time the property was transferred.^*® 

Gifts made after December 31, 1920, assumed the basis the property 
had in the donor s hands or in the hands of the latest owner who was not 
an owner of the property by gift.®** 

The 1934, 1936, and 1938 Regulations state: 

The time of the gift is the time when the gift is consummated. Delivery, actual 
or constructive, is requisite to a gift. In determining the time of the gift, the 
passing of title by the donor is not decisive; the time when the donor re- 
linquishes substantial dominion over the property is decisive.®*® 

The rule for gifts made after December 31, 1920, was changed in 1934 
to prevent tax avoidance, whereby a person with a small income might 
transfer property which has declined in value, to a person with a large 
income.®*® The 1934 rule was the same in the case of gains; but 

. . . for the purpose of determining loss the basis shall be tire basis so deter- 
mined or the fair market value of the property at the time of the gift, which- 
ever is lower, . . .®*^ 

According to the acts up to 1928,®*® property received by bequest or 
inheritance assumed the fair market value at the time of acquisition; in 
the 1928 and subsequent acts,®*® the basis is the fair market value at the 
time of death.®®® 

Property acquired by a corporation during a period of affliation®®^ 
from an affiliated corporation shall have the same basis as in the hands 
of the corporation from which it was acquired.®®® This is true whether the 
property was sold or disposed of during or after the period of affiliation. 

The 1932 and later provisions are the same, but they add: 

This rule is applicable where the basis of the property is material in determining 
tax liability for any year, whether a separate return or consolidated return is 
made in respect of such year.®®® 

The basis for property thus acquired in the tax year of 1929 or later 
in connection with which a consolidated return was made or required 
under Regulations 78 or 75 shall be determined in accordance with such 
regulations. 

The general theory is that where no gain or loss is recognized on an 
exchange, the new property shall take the place of the old.®®* If money is 
received and not taxed, it must be considered as a reduction of the basis. 
If money is received and taxed, the basis should not be changed. 

Since under the income tax, tax-free exchanges are considered to be 
merely a continuance of a transaction and not the ending of an old and 
the start of a new transaction, it is logical to require that file basis be left 
unchanged. 

A new section®*® in the 1939 act has been introduced in order to make 
certain that all income is accounted for at some time or other. It provides 
that the basis of properties of a corporation which excludes gain on the 
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discharge of indebtedness under Section 22(b)(9) must be reduced by 
the amount of the excluded gain. 

The basis provided for assets must be adjusted for certain events and 
transactions which may have occurred between the time the assets were 
acquired and the time of their disposal. 

The basis must be increased by the cost of capital improvements 
and betterments and carrying charges (such as taxes on unproductive 
property),®®® 

Decrease adjustments must be made for depreciation and similar deduc- 
tions previously taken®®^ (such as for exhaustion, wear and tear, obsoles- 
cence, amortization, and depletion®®® allowable, whether or not claimed 
or allowed),®®® and distributions previously made in respect of stock,®®® 

Depreciation and depletion were included as proper adjustments as 
early as 1918,®®^ but more complete provisions regarding adjustments to 
the basis of property were stricken out of the proposed bill for 1921, 
on the ground that such items were self-evident and specific mention 
superfluous,®®^ 

The detailed provision introduced in 1924®®® was merely a formal in- 
clusion in the statute of the construction placed on the existing law. 

The 1918 and 1921®®^ regulations have interpreted the meaning of 
"market value” as used in the income tax provisions, as follows: 

Market value is the price at which a seller willing to sell at a fair price and a 
buyer willing to buy at a fair price, both having reasonable knowledge of the 
facts, will trade. 

Property received in exchange for other property has no fair market value 
for the purpose of determining gain or loss ... from such exchanges when, 
owing to the condition of the market, there can be no reasonable expectation 
that the owner of the property, though wishing to sell and any person wishing 
to buy will agree upon a price at which to trade unless one or the other is 
under some peculiar compulsion. 

It does not follow that property has no fair market value merely because 
there is no price therefor established by public sales or sales in the way of 
ordinary business. 

The nature and extent of the sales and the circumstances under which they 
were made should be considered. 

Property has a readily realizable market value if it can be readily converted 
into an amount of cash or its equivalent substantially equal to the fair value of 
the property. 

Property which is regularly traded in a public market has a readily realizable 
market value in the quantities regularly traded in. 

Property may be salable, as in the case of a forced sale or in exceptional 
quantities, without having a readily realizable market value. 

Basis for Shares of Stock Sold®®® 

Thebe are four general methods for costing-out securities sold: (1) actual 
identification, (2) first-in^ first-out, (3) average cost price of block from 
which shares are sold, atiS (4) last-in, first-out. 
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The first two methods are recognized by the Bureau for income tax 
calculations. Actual identification is the preferred method where identifi- 
cation of shares sold is possible.®^® Where stock is purchased at different 
times and a part is sold and the identity of the shares sold is not deter- 
minable it is presumed that those sold were those first acquired.^®^ 

There has been some objection to the arbitrary requirement of either 
of the first two bases for the shares. The first two methods are very widely 
used in accounting practice, but, perhaps, the theoretically best method 
is the average method.®®® Average cost is preferred by both the New York 
Stock Exchange and the Securities and Exchange Commission.®®® 

The income tax regulations®^® also recognize the actual identity method 
first and the first-in, first-out method as a second choice: 

When shares of stock in a corporation are sold from lots purchased at different 
times and at different prices and the identity of the lots can not be determined 
the stock sold shall be charged against the earliest purchases of such stock. . . , 
Where common stock is received as a bonus with tlie purchase of preferred 
stock, or bonds, the total purchase price shall be fairly apportioned between 
the stock and securities purchased for the purpose of determining the portion 
of the consideration attributable to each class ... but if that should be im- 
practicable . . . , no profit on any subsequent sale . . . will be realized until , , * 
have . . . recovered the total cost.®’’^ 

A discussion of the treatment of stock dividends and the right to subscribe 
to shares is contained in Chapter VI of this study. 

Any distribution (whether in cash or other property) made by a corporation to 
its shareholders . . . otherwise than out of (1) earnings or profits . . . (and is 
not a dividend)®^^ . . . shall be applied against and reduce the basis provided 
. . . for the purpose of ascertaining the gain derived or the loss sustained from 
the sale or other disposition of the stock or shares by the distributee.®^® 

A provision substantially the same as this has appeared in every act since 
1921 .®^^ 

A return of capital should be considered a reduction in the basis of 
total capital in order that gains or losses may be computed on the disposi- 
tion of the remaining capital. Hence, there is little objectionable in this 
statutory provision. 

Chapter Summary 

The Federal income tax has always been a tax on income from all sources 
(some exceptions have been made, however). Capital gains and losses, 
leasehold improvements, the results of sales of mines and oil or gas wells, 
the results of real estate sold in lots or on the installment plan, the results 
of repossession of property sold on the installment plan and the disposition 
of installment sales obligations, uncollectible deficiencies on the sale of 
pledged or mortgaged property, the results of the sale of patents and 
copyright and goodwill, bad debt losses, worthless securities losses, 
forgivenesses of debt, losses of useful value of assets, abandonment losses, 
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nnamortized balances of assets, and other non-recurring items are all 
included as either gross income items or as deductions from income in 
some degree or other. 

Such items have been subject to certain arbitrary limitations and other 
provisions. One large class of items has been entirely eliminated from the 
usual net income computations; perhaps, it would be more proper to say 
that such items are used in income determination but are postponed 
beyond the usual time for recognition. 

Leasehold improvements made by a lessee are income to the lessor. 
The time for recognizing such gains has varied in the several acts. In 
1918, income was taken in the year the improvement was completed. In 
1921, the option of spreading the income over the term of the lease was 
introduced. The trend in the last several years has been toward non- 
recognition of gain until the asset is disposed of, unless the improvement 
is required by the lease. If the latter circumstance is present, such im- 
provements are to be spread as additional rent. 

Interest on the proceeds of life insurance is taxable. Only the 1921 and 
subsequent acts have been applicable to corporations. 

Profit or loss on the repossession of real estate sold on the installment 
basis has always been recognized at the time of repossession. The time of 
disposition marks recognition of gain or loss on installment obligations. 

An uncollectible deficiency upon the sale of mortgaged or pledged 
property in cases where the entire balance of the debt is not collectible 
have been given different treatment at different times. In 1918, no bad 
debt deduction was permitted where the mortgagee bid in the property 
at foreclosure, even though the price was less than the face of the debt. 
Since that time, the mere fact that the mortgagee is the bidder has not 
prevented recognition of gain or loss. 

The time of isposal has, likewise, always been the point at which gain 
or loss is taken up on the sale of patents, copyrights, and goodwill. The 
basis for goodwill must be definitely proved. 

Before 1934, amounts received by security-holders on the retirement 
of bonds were not considered as amounts received on the sale or exchange 
therefor. Since that time, the opposite has been the rule. Since 1918, no 
profit or loss is said to arise when bonds are converted into capital stock 
of the same corporation until the stock is disposed of. 

Payment on judgments are deductible in the year the payment is made. 
Lease improvements made by a lessee are deductible by the lessee at 
the termination of the lease (adjusted for depreciation, etc., of course). 

In many cases the Commissioner has disallowed the deduction of im- 
amortized bond discount but frequently has been reversed by the Board 
of Tax Appeals. In 1935, a treasury decision was issued which clarified the 
situation immensely. The premium on redemption of bonds, less unamor- 
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tized premium on the issuance, plus unamortized discount or expense on 
the issuance may be deducted at the time of retirement in the case of 
bonds retired after a cash purchase. Amortization over the life of the 
new bonds is specified when old bonds are refunded by new bond issues. 
Bonds retired with the proceeds of a capital stock issue require deduction 
of the unamortized discount at the time of retirement. The refunding of 
bonds directly by stock issues causes unamortized discount to be ignored 
at the time and to be incorporated in the basis of the stock issued. 

In the preceding cases, gain or loss has been recognized at some iden- 
tifiable event when a transaction may be said to have been completed and 
closed; accrual has not been permitted. The same sort of rale has been 
followed in the case of most unrealized items. Shrinkages in values of 
capital stock and losses not actually sustained are not deductible. A court 
decision in 1934 and a Board decision in 1933 emphasized that a closed 
transaction is important as a reliable point for measurement of income 
or loss; however, the Board indicated that such point need not be awaited 
if a deduction estimate was reasonably certain in fact and ascertainable 
in amount. 

Worthless stock and losses of useful value of assets upon abandonment 
are exceptions to the general rule, or, at least, are special cases. Such 
items are not ordinarily subject to an exchange but are dependent upon 
a different type of event. They have always been deductible in the year 
of worthlessness or abandonment; except that in 1913, abandonment losses 
were required to be deferred to the future by being capitalized in the 
new asset. 

Losses on assets purchased with the intention of abandonment have 
been considered as properly subject to being capitalized in the new asset. 
This treatment is also accorded to losses and gains on assets which are 
ordinarily traded in for new assets. 

Tax-free exchanges furnish a major deviation from the usual rales of 
gain and loss recognition; recognition is delayed beyond the usual point. 
The assumption is made that, at least for practical purposes, the usual 
point of measurement is not objective enough or convenient enough for 
use in taxation. The transaction is considered continuing and not com- 
pleted and closed. 

From 1913 to 1918, there was no such general class of tax-free trans- 
actions, and gains and losses were taxed when realized. The 1921 law 
moved far away from the old position, however, and tax avoidance fol- 
lowed. An amendment in 1923 restricted the tax-free privileges. The 1934 
act furnished the basis for our present provisions; succeeding changes 
have been made in the interests of clarity and the plugging of loopholes. 

Gains and losses on involuntary ■conversions (where the proceeds are 
properly reinvasted) of property and transfers of property to a controHed 
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corporation have not been recognized since the acts of 1918 and 1921, 
respectively* The 1938 and 1939 acts excuse from recognition gains or 
losses made in conformity with the orders of the Securities and Exchange 
Commission, 

No gain or loss was recognized in the 1921 act on exchanges of property 
of like kind or use. Securities were excluded from this privilege in 1923, 
but were reinstated to a limited degree in the acts from 1924 to 1938, 
inclusive. In these latter years, exchanges of common stock for common 
stock and preferred stock for preferred stock, of the same corporation, 
were the only security transactions to be given the tax-free status. 

Losses from wash sales were deductible in 1918 but have not been 
since that time. Gifts have not been considered taxable income under 
our present income tax system since it was instituted in 1913. 

Sales of real estate on the installment plan may be reported on the 
installment sales method and a percentage of the collections returned each 
period. This provision has been in our law since 1918. 

From 1913 to 1918, the charge-off method for bad debts was required. 
In the 1921 and subsequent acts, partial worthlessness and the reserve 
method for bad debts were recognized. This recognition is a deviation 
from the emphasis usually placed upon the event which marks the com- 
pletion of a transaction. 

Worthless securities evidenced by stocks and bonds had, since 1918, 
always been treated as bad debts; but in 1938 they were required to be 
treated as losses from sales or exchanges of capital assets. This change 
was intended to bring worthless security and sale and exchange provi- 
sions into harmony. Abandonment of salvage values is thus no longer 
encouraged. 

In the years from 1916 to 1938 inclusive, bad debts recovered have been 
considered income in the year of recovery. 

From 1918 to 1932, income did not include gains to a debtor from the 
forgiveness of debts by his creditors. Since the 1934 act, such gains have 
been considered income, although consideration has been given in 1938 
and 1939 to companies in financial difficulty. 

Special tax classifications of "capitaF assets, capital gains, and capital 
losses have been set up in the income tax law. From 1921 to 1934, only 
assets held two years or more were* considered capital assets. This two- 
year period was dropped in later acts, because other changes in the law 
made this period unnecessary. Inventoriable items are not included, and 
since 1938, assets subject to depreciation have also been excluded. 

Special tax rates have not been applied to corporation capital gains as 
has been the case with those of individuals; however, certain limitations 
do affect corporations. 

In 1916 and 1917, capital losses were permitted only to the extent 
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there were capital gains. The restriction was removed in 1918, and from 
1918 to 1932 corporations enjoyed the right to an unlimited capital loss 
deduction. In 1934, 1936, and 1938, they were restricted to the extent 
of capital gains and $2,000 more. In 1989, the 1938 rule applicable to 
individuals was applied to corporations also. Short-term capital losses 
are allowed to the extent of short-term capital gains (with a partial 
carry-over) and long term capital losses are not subject to limitation. 

In addition to the discussion in the present chapter, additional matter 
concerning non-recurring items can be found elsewhere in this work. 
Chapter III contains a discussion of reserves; Chapter IV, income reali- 
zation; Chapter VI, items aiffecting corporations in their capacity as 
shareholders in other corporations; and Chapter IX, justification of ‘*spread- 
ing” procedures. 



CHAPTER VI 

THE ACCOUNTING ENTITY 


A CONSISTENT AND IXX5ICAE SOLUTION fot many problems of income deter- 
mination rests upon the consistent use of a proper concept of the account- 
ing entity.^ What is the proper accounting entity when corporation net 
income is being determined? 

There are Aree possible nuclei about which corporate net income 
computations may be gathered. The first of these is the legal corporation 
entity; the second is the ‘association of shareholders.” Both of these are 
concerned with particular corporations only. 

The last of the three nuclei is the entity about which interrelated eco- 
nomic operations and relationships are constructed and interwoven. There 
are suflBcient weaknesses in the first two choices to make their use inad- 
visable. The third choice, the economic entity, appears to be most satis- 
factory. 

Legal Entity 

Emphasis placed on the separateness of the business entity does not mean 
that the business entity and legal entity are synonymous. However, such 
has been held by the courts, although even they have recognized that, on 
occasion, the legal entity may be overlooked. Some citations given below 
indicate the attitude of the courts on the question. 

If any general rule can be laid down, in the present state of authority, it is 
that a corporation will be looked upon as a legal entity as a general rule, and 
until suflScient reason to the contrary appears; but when the notion of legal 
entity is used to defeat public convenience, justify wrong, protect fraud or de- 
fend crime, the law will regard the corporation as an association of persons 
The corporation will be regarded as a legal entity as a general rule, and the 
courts, acting cautiously and only when the circumstances justify it, will ignore 
the fiction or corporate entity, where it is used as a blind or instrumentality 
to defeat public convenience, justify wrong, or perpetrate a fraud, and will 
regard the corporation as an association of persons. . . 

. . . the fiction of corporate entity may be disregarded where one corporation 
is so organized and controlled and its ^airs are so conducted that it is, in fact, 
a mere instrumentality or adjunct of another corporation.^ 

The legal entity rule appears to be one of convenience and not one 
which expresses fact 

Association of Individuals 

George R, Husbaot, one of the chief advocates of this concept, stated 
his theory as follows; 


[116 3 



The Accounting Entity 117 

For purposes of economics and accounting, the corporation might wett be 
viewed as a group of individuals associated for the purpose of business enter- 
prise, so organized that its affairs are conducted through representatives.® 

This concept may be satisfactory for closed corporations, personal 
holding companies, and similar closely-controlled companies in which 
stockholder control is virtually equivalent to that of a partner or single 
proprietor. In fact, under certain circumstances, the Federal income tax 
provisions have overlooked the separate entity of such groups.® 

It has been suggested that both corporations and partnerships be taxed 
alike, ^ either as partnerships or as corporations® are now taxed. 

Except in the case of closely-controlled corporations, the status of 
stockholders is not similar to that of a partner in a partnership. There is 
no Immediate and effective control by individual shareholders. Bather, 
they have about the same status as does any other capital contributor 
known as a creditor,® Since there is a difference between shareholders of 
an ordinary open corporation and those of a closed corporation and part- 
ners and single proprietors, such open-corporation shareholders should 
not be taxed on the corporation income merely because it is income of the 
corporation. 

Open corporations have an exclusive existence and are a separate body 
distinct from the shareholders.^® It has been suggested that there is a 
business entity in any enterprise, distinct from the human beings asso- 
ciated with that enterprise. This viewpoint has been carried far enough 
to include single-proprietorships and partnerships, as well as corpora- 
tions.^^ 

George R. Husband has discerned that there is something in common 
between corporations, partnerships, and sole proprietorships. However, 
he relates this common characteristic with the individuals (association 
of individuals) rather than with the distinct business entity common to 
all forms of business enterprise.^® 

Economic Entity (Business Entity) 

In computing the income of a corporation, the entity of the business must 
be considered more important than the mere ^ association of shareholders.’' 
The entity to be given consideration is not the mere legal entity of the 
corporation, however. 

The entity upon which accounting calculations should be based is 
founded on the idea that an enterprise has an existence apart from its 
human operators and not necessarily bounded by the legal entity. In 
short, this idea of an entity need not be limited to income calculations 
for corporations but may be extended to those made for any form of 
business enterprise. 

The economic or business entity embraces all related business enter- 
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pris6S and econoiBic activities which may be said to fall under unified 
business control* It may transcend the mere legal corporate entity and 
include several corporations or other enterprises pursuing related eco- 
nomic activities under common direction. 

Proceeds of the Original issuance 
of Capital Stock 

The Federal income tax always has provided that the total consideration 
received on the original issuance of shares is to be considered capital 
and not income. Premiums received are not income; discounts allowed 
are not deductible.^® 

Accountants^^ and the Board of Tax Appeals^® agree that discounts and 
premiums are capital and are not to be amortized to income. Forfeited 
stock subscriptions have been held to be capital and not income,^® 

Contributions by Shareholders 

Contributions by shareholders are capital under the Federal income tax, 
as well as under accounting rules: 

Where a corporation requires additional funds for conducting its business and 
obtains such needed money through voluntary pro rata payments by its stock- 
holders, the amounts so received being credited to its surplus account or to a 
special capital account, such amounts will not be considered income, although 
there is no increase in the outstanding shares of stock of the corporation. The 
payments in such circumstance are in the nature of voluntary assessments upon, 
and represent an additional price paid for, the shares of stock held by the 
individual stockholders, and will be treated as an addition to and as a part of 
the operating capital of the company 

It has been held in many decisions that the cost of shares may be in- 
creased by the payment of assessments or decreased by liquidating divi- 
dends or otherwise. The additional cost of the stock is recoverable when 
the shares are sold or become worthless; such additional cost is not a loss 
when the expenditure is made,^® However, if a stockholder is forced to 
make the advance to a corporation from which he cannot expect a return, 
the amount advanced may be deducted as a loss when made,^® In one 
case, a court decision was handed down to the effect that property con- 
veyed to a corporation by its shareholders was to be considered a gift.^® 

Forgiveness of a Debt Owed by a Cor^ 
poration to a Shareholder 

The regulations of all of the years from 1918 to 1938, inclusive, have re- 
garded the foregiveness of corporate debts by a shareholder as equivalent 
to additional contributions of capital, and, therefore, not taxable to the 
corporation.®^ This rule has been upheld by the Courts and the Board of 
Tax Appeals in several decisions.®* 
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Gains or Losses on Reacquired Shares 
The Regulations for 1916 and 1917 provided that gains or losses on treas- 
ury shares should be included in the income calculation.^® This provision 
was supported by the opinion of the local Collector of Internal Revenue of 
Los Angeles.®^ Exception was made to exclude from income gains or losses 
on transactions in shares donated to the corporation for the purpose of 
raising working capital.^® 

For die years of 1918 to 1932,^® inclusive, the regulations provided that 
gains or losses upon the acquisition or disposal of reacquired shares were 
capital items and did not affect taxable income. The Regulations were: 

If, for the purpose of enabling a corporation to secure working capital or for 
any other purpose, the stockholders donate or return to the corporation to be 
resold by it certain shares of stock of the company previously issued to them, 
or if the corporation purchases any of its stock and holds it as treasury stock, the 
sale of such stock will be considered a capital transaction and the proceeds of 
such sale will be treated as capital and will not constitute income of the cor- 
poration. A corporation realizes no gain or loss from the purchase of its own 
stock. 

Beginning with the regulations of 1924, the words "or sale” were in- 
serted in the last line. 

A changed and more realistic provision appeared in 1934, 1936, and 

1938 ;^" 

Whether the acquisition or disposition by a corporation of shares of its own 
capital stock gives rise to taxable gain or deductible loss depends upon the real 
nature of the transaction, which is to be ascertained from all its facts and cir- 
cumstances. ... But if a corporation deals in its own shares as it might in the 
shares of another corporation, the resulting gain or loss is to be computed . . . 
as though the corporation were dealing in the shares of another. So also if the 
corporation receives its own stock as consideration upon the sale of property by 
it, or in the satisfaction of indebtedness to it, the gain or loss resulting is to be 
computed ... as though the payment had be^ made in any other property. 
Any gain derived from such transactions is subject to tax, and any loss sustained 
is allowable as a deduction where permitted by the provisions of the act. 

Decisions concerning the acts prior to that of 1934 were overwhelmingly 
in support of the idea that corporation net income is not affected for tax 
purposes by purchases or sales by a corporation of its own shares.^® 
Expenses incurred in the purchase by a corporation of its own shares 
were held not ordinary and necessary expenses of a business, but part of 
the purchase price.^® A corporation may deduct as a business expense 
the difference between the cost of its own shares purchased in the market 
and the sale price to its employees.®® In another decision,®^ under about 
the same circumstances, a gain on shares resold to employees was held 
income. 

The Board of Tax Appeals allowed the deduction of a loss in the R. /. 
Reynolds Tobacco Company case,®® under the 1928 and 1932 acts, but 
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was reversed subsequently.^^ Treasury Decision 4430 was issued on May 
2, 1934 to amend Regulations 69, 74, and 77 to make the 1934 change 
retroactive to the earlier years. Following the court decision in the Rey^ 
Treasury Decision 4895 was issued on April 17, 1939 to revoke 
Treasury Decision 4430. 

The reversal of T. D, 4430 was not founded on a disallowance of the 
new rule of inclusion in tax computations of such gains or losses but was 

merely a refusal to permit the rule to be applied retroactively. 

Treasury Decision 4430 was based on several court decisions that inclu- 
sion in income depended on the real nature of the transaction.^^ The 
Board, in a recent decision, has agreed with this type of ruling.®® 

There is substantial agreement among accountants that transactions in 
a corporation's own shares do not give rise to income but merely cause 
an adjustment to capital.®® The opinions expressed by many accountants 
include the suggestion that charges or credits resulting from such trans- 
actions be passed through capital surplus. It is difficult in some cases to 
determine whether such persons consider gains or losses from trans- 
actions in a corporation's own stock as non-operating income or whether 
they consider such items as non-income items altogether. 

The general accounting view has been expressed well by the following 
selections: 

We would state that the well recognized accountiag rule is to credit capital 
surplus, and not earned surplus available for dividends, with the excess of the 
par or original issue price, over the cost of capital stock purchased and can- 
celled. “Profit and loss* arising from the sale of treasury stock is similarly 
treated: . . . This rule is based upon the principle that it is not the business of 
a corporation to deal in its own shares.^^ 

It is recognized that when capital stock is reacquired and retired any sur- 
plus arising therefrom is capital and should be accounted for as such and that 
the full proceeds of any subsequent issue should also be treated as capital. 
Transactions of this nature do "not result in corporation profits or in earned 
surplus. There would seem to be no logical reason why surplus arising from 
the reacquisition of the company’s capital stock and its subsequent resale should 
not also be treated as capital.^® 

Robert H. Montgomery is the chief dissenter from the common account- 
ing opinion regarding the treatment of gains and losses on transactions in 
a corporation s own shares. His opinion is that the use of a corporation s 
capital results in a profit or loss, whether used to buy merchandise for 
resale or fixed assets which are resold, or whether used to purchase treas- 
ury stock and to resell it.®® 

His opinion is similar to the revised Regulations of 1934, 1936, and 
1938. The tiring which is of importance is the intention of the corporation 
and the particular cause for the sale or purchase transaction. Purchases 
or resales of shares made with the intention of adjusting the capital 
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equity are properly treated as increases or decreases in capital stock or 
capital surplus* Transactions entered into for other purposes contribute 
a gain or loss, just as does any other general operating transaction* 

Mr. Montgomery said that in most states treasury stock does not reduce 
capital, because purchases of treasury stock are required to be made out 
of surplus. The treasury shares then, according to him, are capital assets 
and give rise to a capital gain or loss. He added that the exclusion of 
such gains or losses from income might be a good practical rale, how- 
ever.*® 

Mr. Montgomery was answered directly by Thomas York, who argued 
that the purchase was a cancellation of an old contract, the resale was 
a new contract, and that the resale caused new capital to be contributed 
to the corporation. Mr. York indicated that there might be some justifi- 
cation for recognizing a profit or loss on the purchase but not on the 
resale.*^ 

Mr. Montgomery’s subsequent answer was that the purchaser of treas- 
ury shares does not contribute capital, because that was done by the 
original shareholder. He did indicate that he would be willing to change 
his view if the shares were actually retired and subsequently another 
issue of shares was made,*^ 

Gross Income — Dividends 

DrvmENDS received are to be included in the gross income of corpora- 
tions.*^ 

Definition of Dividend 

The regulations and acts of 1916-1917 defined dividends as ^‘any distribu- 
tion made or ordered to be made by a corporation . . . out of its earnings 
or profits , . . payable to its shareholders whether in cash or in stock of 
the corporation. . . .”** In 1918, property dividends were included spe- 
cifically to the extent of their fair market value, and it was required that 
the dividend be paid in order to come within the meaning of the act.*® 
The provisions of the years from 1921 to 1934 remained substantially the 
same as those of 1918, except that stock dividends were no longer included 
in the above definition.*® 

Prior to 1934, taxable dividends were only those declared out of earn- 
ings or profits accumulated since February 28, 1913. In 1936 and 1938,*^ 
the law was changed in order to make a new class of dividends eligible 
for the dividends paid credit for purposes of the undistributed net income 
calculations included in the law of that year.*® Any distribution made out 
of current profit, without regard to the accumulated earnings and profits 
at the time of distribution, was taxable,*® 
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Time for Including Dividends 

Recemed in Income 

The 1917 act stated that dividends received were to be regarded as 
income to the shareholders for the year of receipt and were to be taxed 
to the distributee at the rates prescribed by law for the years in which 
the profits or surplus were accumulated by the corporation.®® 

declared but unpaid were not taxable®^ in either 1917 or 
1918; in the latter year, dividends received were taxed to the recipient 
at the rate for the year of receipt.®^ 

In 1921 and subsequent years, dividends were made subject to tax in 
the years when they became subject to the unrestricted demands of the 
stockholders.®^ 

Source of Dividends 

The regulations of 1916 and 1917 stated that taxable dividends were 
those paid out of earnings or profits.®^ A dividend was deemed to be 
paid from earnings, although the corporation resolution directed other- 
wise.®® Section 1211 of the 1917 act extended the restriction somewhat by 
declaring that dividends were to be considered as paid out of the most 
recently accumulated profits or surplus.®® No tax was to be levied on 
dividends paid out of surplus accumulated before March 1, 1913; such 
amounts were to be treated as reductions in the basis of the stock held 
in such corporations. 

Distributions are conclusively presumed to be made out of earnings 
or profits to the extent such are accumulated since Febmary 28, 1913.®'^ 

In 1918, any distribution was deemed to have been out of earnings 
or profit unless all earnings or profit had been distributed.®® Any dis- 
tribution in the first sixty days of the taxable year was deemed to have 
been made out of earnings or profits of prior years. Distributions in the 
balance of the year were deemed out of profits or earnings of the taxable 
year up to the time of the distribution.®® This latter provision was con- 
tinued in 1921 but was omitted after December 31, 1921.’®® 

Provisions similar to that of Section 201(b) of the 1918 Act were con- 
tinued in all subsequent years, ®^ except for slight modifications in 1936 
and 1938.®2 In 1928, 1932, 1934, and again in 1936, the House Ways and 
Means Committee attempted to have the tax exemption of profits accumu- 
lated at February 28, 1913 removed, but in each case the Senate suc- 
ceeded in restoring the provision.®® In 1934, the Secretary of the Treasury 
also indicated that he favored its abolition.®* 

The Ways and Means Committee believed that the law would be 
simplified and that revenue would be increased if the exemption were 
removed. The Committee indicated that no hardship would result, since 
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dividends were not income to shareholders until made available to them, 
and it cited Lynch c. Hornby (247 U.S, 339, 1913 Act) as support* 

Liquidating Distributions 
In 1918, the law stated that: 

Amounts distributed in the liquidation of a corporation shall be treated as 
payments in exchange for stock or shares, and any gain or profit realized thereby 
shall be taxed to the distributee as other gains or profits.®® 

This provision was eliminated in 1921 but was restored in the 1924 
and subsequent Acts,®® because the Treasury Department construed the 
1921 act so as to tax liquidating dividends not as capital gains but as 
ordinary dividends.®’' Despite the provisions of Section 117(a), in 1934 
such gains or losses were recognized within the 100% bracket, because it 
was felt that wealthy stockholders were escaping the surtax on their 
share of corporation earnings by using profit distributions in the form 
of liquidating dividends.®® 

There was some slight modification of this last provision in 1936 to 
permit non-corporate stockholders to be taxed under Section 117(a) 
under certain conditions. 

Dividends Purchased 

The Board of Tax Appeals and the courts have held that dividends 
received are taxable, even though the stock on which the dividends were 
declared was purchased in anticipation of the dividend and at a price 
which included the dividend.®® There is no justification for such a rule 
as this, except possibly on the grounds of expediency. 

Accountants include such items as a mere return of capital, and 
dividend income is restricted to corporation earnings made during the 
period the investment is held.^® 

Stock Dividends mlncome^^ 

Stock dividends were considered income to the amount of their cash 
value under Section 2(a) of the 1916 Act. The regulations for 1916-1917, 
however, required that dividends be considered income to the amount 
of the earnings or profits so distributed.'^® The 1917 amendment of the 
1916 act and the act of 1918 followed the regulations and dropped the 
cash value rule.'^® 

Following the decision in 1920 in Eisner u. Macomber (252 U.S, 189), 
the act of 1921’^^ specified that stock dividends were not subject to tax.'^® 
However, if after such a distribution, the corporation cancelled or re- 
deemed the dividend shares at a time and in a manner to make the 
distribution essentially equivalent to a share dividend, the amount re- 
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eeived in redemption or cancellation was to be treated as a taxable 
dividend to of the earnings or profits accnmnlatedJ® 

In 1924, Representative Gamer of Texas proposed an amendment 
to tax a share dividend to the extent of its fair market valtie. He cited the 
closeness of the five to four decision of the Supreme Court in Eisner o. 
Macomber as justification for another attempt at taxation of share divi- 
dends.'^^ The proposal was rejected, and the 1924 to 1934 acts/® in- 
clusive, remained substantially unmodified, except that a loophole was 
plugged by the inclusion of cancellations or redemptions before as well 
as after the distribution of such share dividends as justification for 
taxing such dividends. 

The 1936 and 1938 acts and regulations presented a new treatment 
for stock dividends by recognizing that a non-taxable dividend was 
only one in which the relative interest of each shareholder was un- 
changed. In many cases, the decision in Eisner t>. Macomber had been 
too broadly applied.^® 

The portions of the statute added in 1936 and 1938®® were as follows: 

(1) A distribution made by a corporation to its shareholders in its stock or in 
rights to acquire its stock shall not be treated as a dividend to the extent that it 
does not constitute income to the shareholder within the meaning of the Six- 
teenth Amendment to the Constitution. 

(2) Whenever a distribution by a corporation is, at the election of any of 
the shareholders (whether exercised before or after the declaration thereof), 
payable either (A) in its stock or rights to acquire its stock, of a class which if 
distributed without election would be exempt from tax under paragraph (1), 
or (B) m money or any other property (including its stock or rights to acquire its 
stock, of a class which if distributed without election would not be exempt from 
tax under paragraph (1)), then the distribution shall constitute a taxable divi- 
dend in the hands of all shareholders, regardless of the medium in which paid. 

The changed attitude and reasoning is expressed clearly by the fol- 
lowing portion of the regulations:®^ 

The Supreme Court has pointed out some of the characteristics distinguish- 
ing a stock dividend which constitutes income from one which does not con- 
stitute income within the meaning of the Constitution.®^ The distinction be- 
tween a stock dividend which does not, and one which does, constitute income 
to the shareholder within the meaning of the Sixteenth Amendment to the 
Constitution is the distinction between a stock dividend which works no change 
in the corporate entity, the same interest in the same corporation being rep- 
resented after the distribution by more shares of precisely the same character, 
and a stock dividend where there either has been a change of corporate iden- 
tity or a change in the nature of the shares issued as dividends whereby &e 
proportional interest of the shareholder after the distribution is essentially dif- 
ferent from his former interest. A stock dividend constitutes income if it gives 
the shareholder an interest different from that which his former stock holdings 
represented. A stock dividend does not constitute income if the new shares 
confer no different rights or interests than did the old— the new certificates plus 
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the old representing the same proportionate interest in the net assets of the 

corporatioH as did tihe old. 

This changed viewpoint appears to be an improved treatment for 
share dividends. The usual argument advanced against including stock 
dividends is that they give nothing to the shareholder which he did not 
have before. If a certain share dividend does change the recipienfs 
status, the increased holdings should be taxed. 

The trend of decisions regarding the taxability of stock dividends is 
about the same as that shown in the provisions of the various acts and 
regulations. A few old decisions interpreting the 1913 Act, which had no 
specific provision, held such dividends were taxable.®® Most of the deci- 
sions based on the Act from 1916 to 1934 held that stock dividends were 
not income.®^ More recently, since the passage of the 1936 act, it has 
been held that where the shareholder has an interest following a stock 
dividend different from that which he had before the distribution, the 
share dividend is income.®® The old rule of tax-exemption still applies 
when there is no realignment of interests.®® 

The taxability of share dividends at present might be summarized as 
follows:®^ 

1— Common shares to common shareholders, nontaxable, 

2— Preferred shares to preferred shareholders, not decided. 

3— Common stock to preferred shareholders, taxable if both classes of shares 
are already outstanding and are not held proportionately by the same share- 
holders. 

4— Preferred shares to common shareholders, taxable under same conditions 
as #3 above. 

5— Preferred shares to common shareholders, nontaxable if no preferred stock 
was outstanding previously. 

6— Common shares to preferred shareholders or vice versa, not decided 
where both classes are held proportionately by the same shareholders. 

The non-inclusion of share dividends in taxable income is based prin- 
cipally upon the decision of the Supreme Court in Eisner u. Macomber 
(252 U. S. 189). The gist of the decision is that in a share dividend, the 
corporation parts with nothing and the shareholder receives nothing he 
did not own before. However, a shareholder receives nothing he did not 
own before in the case of cash dividends. 

There is some doubt as to the finality and correctness of the decision 
in the Macomber case. It was decided by a close five to four vote, and 
the very able Justice Brandeis dissented. Justice Brandeis’s dissenting 
arguments appear to be more compelling than those of the majority 
opinion. The essence of Justice Brandeis's opinion is given in the follow- 
ing paragraphs. 

Dividends declared in any securities of a corporation are similar to 
each other in nature, and there is no important reason to consider bonds 
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as taxable dividends when received and to exclude shares of capital 
stock. Proportionate control of the corporation by the shareholders is 
no more disturbed in the case of a dividend in bonds than it is if the 
dividend is in shares. 

Furthermore, neither maintenance nor change in the proportionate ownership 
of a stockholder in a corporation has any bearing upon the question here in- 
volved. 

Another reason assigned is that the value of the old stock held Is reduced 
approximately by the value of the new stock received, so that the stockholder 
after receipt of me stock dividend has no more than he had before it was paid. 
That is equally true whether the dividend be paid in cash or in other property, 
for instance, bonds, scrip or preferred stock of the company. [A scrip or bond 
dividend segregates assets for the shareholder no more than does a stock divi- 
dend.] Clearly segregation of assets in a physical sense is not an essential of 
income. The year's gains of a partner is taxed as income, although there, like- 
wise, no segregation of his share in the gains from that of His partners is had.®® 
The stockholders interest in the property of the corporation differs, not 
fundamentally but in form only, from the interest of a partner in the property 
of the firm. There is much authority for the proposition that, under our law, a 
partnership or joint stock company is just as distinct and palpable an entity in 
the idea of the law, as distinguished from the individuals composing it, as is a 
corporation. No reason appears why Congress, in legislating under levy of an 
income tax, should be limited by the particular view of the relation of- the 
stockholder to the corporation and its property which may, in the absence of 
legislation, have been taken by this court. 

The older and more commonly accepted opinion among accountants 
is that share dividends are not income when received.®® However, there 
is some tendency among accountants to question the logic of applying 
such rule inflexibly under all conditions.®® 

The American Institute of Accountants has granted indirect acceptance, 
at least, to the idea that share dividends may be income; 

Stock dividends if credited to income should be shown separately with a 
statement of the basis upon which the credit is computed,®^ 

Other writers have definitely stated that they favor including share 
dividends, at least under certain conditions.®® 

If the separate existence of an entity apart from the shareholders is 
ignored and the ^association of stockholders’' theory is followed, a cor- 
poration is similar to a partnership, and shareholders are similar to 
partners. Consistency then requires that income of the corporation be 
considered income to the shareholders as soon as it accumulates to the 
corporation.®® Stock dividends are then not income; no dividends would 
be income under such circumstances; income would have arisen prior to 
the time of the receipt of the dividend.®^ 

Some writers believe stock dividends should be considered income if 
the separate entity of the corporation is upheld.®^ The income and 
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accmniilated surplus would be considered those of the corporation and 
not of the shareholders.^® Under this line of reasoning, the act of dis- 
tributing ant/ dividend would be considered sufficient evidence of separa- 
tion and realization of income on the part of the shareholders,®^ Those 
who hold the above opinion criticize those who eliminate stock dividends 
from income, on the ground that the latter are inconsistent. It is said 
that on one hand, the latter uphold the entity to the extent of denying 
that corporation income is shareholder income, and that on the other 
hand they deny the entity and say that a share dividend gives the share- 
holder nothing he did not have previously.®® 

Perhaps the best solution to the matter is to consider income of the 
corporation as income of the shareholder, even before it is distributed. 
Dividends of all types would then be unimportant in the determination 
of the shareholder s income, since his income would be considered to 
have arisen before the issuance of the dividend. The dividend itself, 
when received, merely would cause an exchange of one type of asset for 
another. This procedure is frequently followed in the case of subsidiary 
dividends received by a parent company, subsequent to that parent’s 
having taken up its share of the subsidiary’s income. 

The taking up of such income before its distribution appears to be 
valid, whether the entity or association concept of the corporation is 
held. The shareholder has it within his power to obtain the income in 
usable form by selling his shares at an appreciated price which includes 
a proportionate share of the undistributed corporate profits. It must be 
recognized, of course, that the hazards of and other disturbing factors 
in the market might cause a different amount to be received than that 
which exactly included such undistributed profits. 

If income accumulated to the corporation is not included in that of 
the shareholder for tax computations, perhaps the issuance of a share 
dividend, as well as a dividend of any other type, is an act of separation 
sufficient to justify the opinion that income to the shareholder has come 
into being for taxation purposes. 

Much simplification and more justice under the income tax law prob- 
ably would result if the corporation entity were overlooked for tax 
purposes, as is done with partnerships, and the income were taxed 
directly to the shareholders as it arose. 

It is objected®® sometimes that recognition by a parent company of 
accumulated income of a subsidiary before the declaration of a divi- 
dend^®® is inconsistent with ihe usual accounting rule that income of a 
corporation is not considered income of the shareholders prior to its 
distribution. No inconsistency exists if we base our ideas on the economic 
entity. The parent is in control of the subsidiary and forms one economic 
unit with it The ordinary stockholder of an ordinary open corporation 



128 The Taxation of Corpomte Income 

is virtually aia outsider aud does not form a common economic unit with 
the corporation. 

Dividends in stock of another corporation are income to the taxpayer. 
They are considered a dividend in kind and not a stock dividend.^®^ 
Many decisions agree with this opinion;^®"' likewise, it is in conformity with 
accounting thought. The common view is that dividends paid in bonds 
of the issuing corporation are income to the shareholders, because ulti- 
mately such bonds require a disbursement of assets.^®^ 

Some accountants feel that the distinction between dividends in shares 
of a corporation and dividends in other obligations of the corporations is 
arbitrary and of little importance to the shareholder. In either case, he 
obtains only an evidence of an amount to be received.^^ Neither has an 
immediate effect on the assets of the corporation.^^® 

Sale of Dividend Shares^^ 

Fkom 1918 to 1934, inclusive, there had been specific provision in the 
regulations for the taxation of gains on subsequent sales of shares re- 
ceived in the form of tax-free stock dividends.^®^ 

Stock Rights 

The Supreme Court has held that stock rights are similar to stock 
dividends,^^® probably the same rules apply. However, in Commissioner 
u. Palmer , it was held that income from rights arose when they were 
sold or used and not when received. This ruling conflicts with another 
decision based on a similar set of conditions, however.^^® 

Dividends Received from Domestic Corporations 
Which Are Subject to Income Tax 

The 1913 Act contained no reference to a credit for dividends received 
from another corporation, but in discussing the 1916 law, Mr. Hull stated 
that under the 1913 act, such dividends were not exempt from taxation. 
He said that if a corporation desired to obtain certain benefits from 
ownership of shares in another corporation, it should not object to being 
taxed on such dividends.^^^ 

The Senate Finance Committee proposed the following provision in 
1917,^^® but the latter part, commencing with the words 'less that propor- 
tion . . was eliminated by the Conference Committee: 

. . . the income embraced in a return of a corporation shall be credited with 
the amount received as dividends upon the stock or from the net earnings of 
any other corporation, joint stock company, or association, or insurance com- 
pany, which is taxable upon its net income as provided in this title, less Aat 
proportion of such amount which the amount received by the distributing cor- 
poration . . . from similar sources bears to the entire net income of such <fis- 
tributing corporation. * . . 

Credit was to be allowed only to the corporation receiving such divi- 
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dends directly. The same earnings would be permitted as the basis for 
only one credit, irrespective of the number of corporations to which, in 
turn, it might have been paid as dividends.^^® 

Section 234(a)(6) of 1918 was followed closely by later acts and was 
substantially the same as the 1928 provision, which follows: 

In the case of a corporation, the amount received as dividends— (1) from a 
domestic corporation, or (2) from any foreign corporation when it is shown to 
the satisfaction of the Commissioner that more than 50 per centum of the gross 
income of such foreign corporation for the three-year period ending with the 
close of its taxable year preceding the declaration of such dividends (or for 
such part of such period as the foreign corporation has been in existence) was 
derived from sources within the United States as determined under section 
119 .""* 

In 1982""® it was specifically stated that dividends received from a 
domestic corporation must have been received from a corporation 
subject to income taxation. This is not a significant change, because such 
a provision had been in all laws previous to 1928 and probably was 
omitted from that of 1928 through oversight only. 

The law was again changed in 1934""® to eliminate subdivision (2) 
regarding dividends from foreign corporations. This was evidence of a 
desire to tighten up the system to obtain more revenue. Further indica- 
tion of this desire is found in the efforts of Senator Borah to prohibit 
deduction of dividends received by a holding company from other cor- 
porations; although, of course, the primary purpose of this effort was to 
discourage holding companies.""^ 

In an effort to derive more revenue in 1935,""* a corporation was per- 
mitted to deduct only ninety percent of such dividends received. Another 
reason for the change was that the President suggested the imposition of 
a small tax on intercorporate dividends to prevent evasion of graduated 
tax by means of a multiplicity of corporations. The Ways and Means 
Committee did not think this necessary because of the moderate gradua- 
tion but permitted it to go by,""* 

In 1936, the Ways and Means Committee"^® favored a full tax on 
intercorporate dividends, and therefore no credit at all, but the Senate 
Finance Committee favored the retention of such credit."*" The result 
was a compromise and a reduction of the credit from ninety percent to 
eighty-five percent of the dividends received."** 

A further limitation was introduced in 1938"** to the effect that the 
credit was not to exceed ‘'85 per centum of the adjusted net income.''"*^ 
The old limit of eighty-five percent of the amount received remained 
along with this new limitation. 

The gist of the matter is that ten percent in 1935 and fifteen percent 
in 1936 and in 1938 (subject to the foregoing limitation) of the amount 
of such dividends is taxable. 
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Property Sold to a Shareholder by a Corporation 
for an Amount Substaniially Below Its 
Fair Market Value 

Akticle 31 of Regulations 69 of 1926 states that; 

Where property is sold by a corporation to a shareholder, . . . for an amount 
substantiafly less than its fair marlcet value, such shareholder of the corporation 
, . . shall include in gross income the difference between the amount paid for 
the property and the amount of its fair market value. In computing the gain or 
loss from the subsequent sale of such property its cost shall be deemed to be 
its fair market value at the date of acquisition. This paragraph does not apply to 
... the right to subscribe to ... stock. .. . 

This provision remained unchanged until 1936,^^® and in that year a 
change was made to the effect that: 

In computing the gain or loss from the subsequent sale of such property its 
basis shall be the amount paid for the property, increased by the amount of 
such difference included in gross income.^^® 

Further slight changes were made in 1938.^^^ In the first sentence of 
Article 31 of 1926, after the place at which the words "fair market 
value” occur for the first time, is included the restriction "regardless of 
whether the transfer is in the guise of a sale or exchange.” After the end 
of tihe first sentence of the 1926 article are also added in 1938 the 
following words: 

to the extent that such difference is in the nature of (1) compensation for serv- 
ices rendered or to be rendered or (2) a distribution of earnings or profits taxable 
as a dividend, as the case may be. 

The inclusion in income of the difference between the amount paid 
and the amount of the fair market value at the time of the transaction 
is a recognition of unrealized income. The provision in 1938 limits the 
inclusion of such amounts to the cases in which they are definitely in the 
nature of compensation or distribution of income. 

Income Constructively Received 

RjECOGNmoN of the separate entities of different taxpayers has been 
granted in the Regulations of 1918 to 1938, inclusive.^^ 

Income which is credited to the account of or set apart for a taxpayer and 
which may be drawn upon by him at any time is subject to tax for the year 
during which so credited or set apart, although not then actually reduced to 
possession. To constitute receipt in such a case the income must be credited to 
the taxpayer without any substantial limitation or restriction as to the time or 
manner of payment or condition upon which payment is to be made. A book 
entry, if made, should indicate an absolute transfer from one account to an- 
other. ... 

Apparently, in order to have income, one must have control over it or 
over the enterprise or person from whom it js to be derived. 
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If the income Is ‘"available” and the corpus or source from which it arises Is 
within the control of some one it does no violence to our sense of justice to 
apply the rule of constructive income.^^^ 

Both the Board of Tax Appeals and the court have upheld the rule 
that an amount credited on the books of a corporation to a shareholder 
is constructively received in the year in which credited.^®® 

Consolidated Income 

There has been widespread agreement among accountants^^^ that con- 
solidated returns are necessary under certain conditions in order to 
express the income of an economic group. This opinion is recognition 
that the legal entity is not the proper entity for accounting purposes, 
but that a wider economic entity must be considered. The reasons usually 
given to justify the use of consolidated statements are that they are more 
correct, simpler, ordinary business procedure, and economical of admin- 
istration on the part of the income tax department.^®^ 

At present, the position of consolidated statements in American 
finance is beyond question,^®® but there is some disagreement on to 
whom the credit should go for initiating and developing such state- 
ments. Sometimes the Federal income tax provisions are cited as the 
primary cause, on the ground that accounting literature existing at the 
time of the creation of the Federal income tax treated such statements in 
a very elementary fashion.^^^ However, the weight of opinion seems to be 
that the income tax law merely recognized an existing accounting 
methodology.^^® The American Institute of Accountants, in its several 
audit pamphlets, has been slow and cautious in its recognition of con- 
solidated statements,^®® 

About the time that the use of consolidated statements was being 
restricted for income tax purposes, the Securities Act of 1933 and the 
Securities and Exchange Act of 1934 granted them additional con- 
sideration.^®^ 

Corporation statements should be consolidated only if certain condi- 
tions are present. The minimum for a controlling interest should be 
fifty percent of the shares.^®® The companies to be consolidated must be 
related in operations^®® and must be domestic companies.^^® This latter 
requirement, perhaps, is a matter of expediency only. 

. . . the inclusion of a subsidiary in the consolidation is a recognition of the 
existence of a business or economic unit composed of several legal units.^^^ 

The purpose underlying the use of consolidated returns was^^® con- 
cisely expressed by Article 631 of the Regulations of 1918. 

The provision of the statute requiring affiliated corporations to file con- 
solidated returns is based upon the principle of levying the tax according to the 
true net income and invested capital of a single business enterprise, even though 
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the business is operated through more than one corporation. Where one cor- 
poration owns the capital stock of another corporation or other coi-porations, or 
where the stock of two or more corporations is owned by the same interests, a 
situation results which is closely analogous to that of a business maintaming 
one or more branch establishments, . . . Where such branches or units of a 
business are owned and controlled through the medium of separate corpora- 
tions, it is necessary to require a consolidated return in order that the invested 
capital and net income of the entire group may be accurately determined. 
Otherwise, opportunity would be afforded for the evasion of taxation by the 
shifting of income through price fixing, charges for services and other means 
by which income could be arbitrarily assigned to one or another unit of the 
group. In other cases without a consolidated return excessive taxation might be 
imposed as a result of purely artificial conditions existing between corporations 
within a controlled group. 

Consolidated returns were forbidden by the Regulations of 1916, 
although affiliated corporations might have been, in reality, little more 
than branches of a business enteiprise. For income tax purposes, every 
corporation was considered a separate and distinct entity.’^^^ 

Prior to 1918, the acts did not definitely permit consolidated returns; 
however, the regulations for the 1917 act provided for such combined 
reporting.^'^^ 

Consolidated returns were made mandatory in 1918,^*® because it was 
felt that the years trial under the regulations of 1917 was a distinct 
success. 

So far as its immediate effect is concerned consolidation increases the tax in 
some cases and reduces it in other cases, but its general and permanent effect 
is to prevent evasion which can not be successfully blocked in any other way. 
While the committee is convinced that the consolidated return tends to con- 
serve, not to reduce, the revenue, the committee recommends its adoption not 
primarily because it operates to prevent evasion of taxes or because of its effect 
upon the revenue, but because the principle of taxing as a business unit what 
in reality is a business unit is sound and equitable and convenient both to the 
taxpayer and to the Government,^*® 

In 1921/*'^ the regulations under the 1917 act were validated by 
specific provision in the 1921 act.^*® To justify consolidation under Section 
1331 of the 1921 act, one corporation had to be a subsidiary of the other, 
and to be engaged in the same or a closely related business.^*^ 

An option was given in the use of consolidated returns under the act 
of 1921, because it was felt that such consolidated returns might be so 
complex that some corporations might not desire to use them.^®^ For 
taxable years starting on or after January 1, 1922, affiliated corporations 
were given the option of separate or consolidated returns. The basis 
chosen was to be adhered to tihereafter.^*^^ For taxable years before Janu- 
ary 1, 1922, mandatory returns were specified.^®^ There was no further 
change in 1924 and 1926.“* 

The provisions for the taxable year of 1928 remained substantially 
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machanged,^®'^ but tbe 1928 act contained a major change for 1929 and 
thereafter. Consolidated returns were no longer to be permitted for mere 
afiBliated companies but were restricted to parent-subsidiary groups/®® 
This provision was in conformity with the suggestion of the Joint Com- 
mittee on Internal Revenue Taxation.^®® 

The Ways and Means Conmiittee recommended the abolition, for 
1929 and thereafter, of consolidated returns for affiliated companies on 
the grounds that the problems of interpretation and administration of 
the existing law were so very difficult. The Committee proposed that in 
the absence of consolidated returns, a loss of one affiliated company be 
permitted to be offset against a gain of another or others in the group, 
but the proposal was rejected.^®^ 

In spite of objections,^®® the above provisions were passed. The privi- 
lege given to parent-subsidiary groups of filing consolidated returns was 
a restricted one. If a group filed a consolidated return, all of its members 
were to be included in that return. Apparently each case was to be 
decided under its peculiar circumstances. 

The Commissioner was given the right to prescribe regulations re- 
garding (1) the extent to which gain or loss was to be recognized on sales 
or retirements of stock issued by some of the group to others, (2) the 
basis for property acquired from aU affiliated company during the period 
of affiliation, (3) the manner of handling losses before or after affiliation 
of any member in the consolidated return, and (4) the extent and manner 
for recognizing gains or losses upon the withdrawal of one or more 
members by reason of transactions occurring during the affiliated 
period.^®® 

The attitude of the Senate Finance Committee^®® is worth reporting at 
length. The Committee restored the consolidated returns provision 
eliminated by the House, but the Conference Committee again caused 
the elimination of the provision. 

After the enactment of the act of 1917, a committee composed of 
members of the House Ways and Means Committee and of the Senate 
Finance Committee and of experts, engaged themselves in preparing 
regulations for that act. Their careful and non-partisan consideration led 
to the authorization by the Treasury of consolidated returns by corpora- 
tions which by reason of common ownership were affiliated. Congress 
adopted these regulations and wrote them into the 1918 Act and retained 
them substantially unchanged up to 1928.^®^ 

The Advisory Committee of the Joint Committee on Internal Revenue 
Taxation concluded that simplification of the law required the elimina- 
tion of consolidated return provisions. 

It should be emphasized that this conclusion was reached not upon the 
ground that consolidated returns were unsound, that additional revenues would 
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be received by the eliminatloB of the consolidated return provision, bnt solely 
upon the ground that the administration of the law would be simplified. Ac- 
cordingly, they proposed a provision which was designed to retain the advan- 
tages of consolidated returns and eliminate the administrative disadvantages. 
This provision was to become effective for the taxable year 1929 and the present 
law was to be retained for 1927 and 1928.^^^ 

The House struck out the substitute for the consolidated returns pro- 
vision and thus required corporations to be taxed individually, in the 
expectation of greater revenue.^®® 

Your committee has considered the matter very carefully and is convinced 
that the elimination of the consolidated returns provision will not produce any 
increase in revenue, will not impose any greater taxes on corporations, and will 
in all probability permit of tax avoidance to such an extent as to decrease 
revenues 

The permission to file consolidated returns by afiSliated corporations merely 
recognizes the busmess entity as distinguished from the legal corporate entity 
of the business enterprise. . • . To refuse to recognize this situation and to re- 
quire for tax purposes the breaking up of a single business into its constituent 
parts is just as unreasonable as to require a single corporation to report sepa- 
rately for tax purposes the gains from its sales department, from its manumc- 
turing activities, from its investments, and from each and every one of its agen- 
cies. It would be just as unreasonable to demand that an individual engaged 
in two or more businesses treat each business separately for tax purposes.^®® 

The provision embodies the business many's conception of a practical state of 
facts. Your Committee believes that rather than departing from business prac- 
tices and standards our revenue laws should be brought nearer to a recognition 
of them.^®® 

There was no substantial change in the consolidated returns provisions 
in 1932, and such returns were still permitted to parent-subsidiary groups 
only.^^^ However, for 1932 and 1933 an additional tax rate of three- 
quarters of one percent was added to the tax on income, computed in a 
consolidated return. The Senate Finance Committee favored eliminating 
altogether the proposed additional tax rate of one and one-half percent 
suggested by the House but succeeded only in getting it cut in half.^^® 
A two percent additional tax rate was added in 1934 but was omitted in 
1936 and 1938. 

In 1932, many suggestions were made in the House that the remnants 
of the consolidated-returns provisions be eliminated. The arguments 
advanced were chiefly social in nature; it was said that large consoli- 
dated groups were encouraged, to the detriment of smaller enterprisers.^®® 
Complete elimination was not accomplished, but the above-mentioned 
discriminatory rates were introduced. 

The 1934 act^^® restricted the use of consolidated returns to railroad 
and railroad holding companies. They were given preferred treatment 
because of their precarious financial condition and their necessity for 
incorporating in many statesd^^ 
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Consolidated returns were again restricted to railroad and railroad 
holding companies in the 1936 and 1938 acts; street, suburban, and 
interurban electric railway systems were specifically ' included.^^® 

As late as 1934, the Ways and Means Committee decided it was de-' 
sirable from an administrative point of view to retain consolidated re- 
turns provisions, although it reversed the conclusions of the Ways and 
Means Subcommittee in coming to the above conclusion.^^® 

Another provision was inserted into the law to supplement the con- 
solidated-returns provisions. 

In any case of two or more trades or businesses (whether or not incorporated, 
whether or not organized in the United States, and whether or not affiliated) 
owned or controlled directly or indirectly by the same interests, the Commis- 
sioner is authorized to distribute, apportion, or allocate gross income or deduc- 
tions between or among such trades or businesses, if he determines that such 
distribution, apportionment, or allocation is necessary to prevent evasion of 
taxes or clearly to reflect the income of any of such trades or businesses.’^^^ 

This provision is similar to Section 240 (f) of 1926 and has been 
broadened to afford adequate protection to the Government because of 
the elimination of the consolidated-retum provision of the 1926 act. It has 
been contended that Section 240 (f) of the 1926 act permitted what was 
in effect the filing of a consolidated return by two or more businesses 
even though they were not affiliated within the meaning of the law. 
Section 45 prevents this erroneous interpretation by eliminating to 
phrase “consolidate to accounts.*'^’® 

The purpose of this section has been explained further by the 
Regulations:^*^® 

The purpose of section 45 is to place a controlled taxpayer on a tax parity 
with an uncontrolled taxpayer, by determining, according to to standard of an 
uncontrolled taxpayer, the true net income ... of a controlled taxpayer. The 
interests controlling a group of controHed taxpayers are assumed to have com- 
plete power to cause each controlled taxpayer so to conduct its affairs that its 
transactions and accounting records truly reflect the net income ... of each of 
the controlled taxpayers. If, however, this has not been done, and the taxable 
net income is thereby understated, the statute contemplates that the Com- 
missioner shall intervene. . . . The standard to be applied in every case is that 
of an uncontrolled taxpayer dealing at arm’s length with another uncontrolled 
taxpayer. ... It is not intended (except in the case of the computation of con- 
solidated net income under a consolidated return) to effect in any case such a 
distribution, apportionment, or allocation of gross income, deductions, or any 
item of either, as would produce a result equivalent to a computation of con- 
solidated net income \mder section 141. 

Chapter Summary 

In a great many ways, the Income Tax Provisions examined in this chapter 
agree closely with accounting procedures. 

The entire proceeds of to original issuance of shares, subsequent 



assessments npon the sharehold^ and forgiveness of debt or other 
donations made by shareholders are considered capital contributions and 
without effect upon the income of either the corporation or of the share- 
holder. This is the accounting viewpoint and always has been that of 
the Federal income tax. 

Liquidating dividends are considered payments in exchange for shares 
and subject to the rules regarding gains or losses on sales or exchanges. 
A provision such as this appeared in 1918, was omitted in 1921, and was 
restored in 1924 It is at present a part of the law, and is in conformity 
with accounting methodology. 

Non-taxable share dividends give rise to gain or loss on subsequent 
disposition, according to the Federal income tax provisions in all of the 
years from 1918 to 1934, inclusive. 

In accounting for the income of an enterprise, three possible centers 
might be chosen about which to gather the calculations: association of 
shareholders, legal entity, or economic entity. The last appears to be best 
and is used as the basis, in this paper, for judging detailed income tax 
and accounting provisions for income determination. Control is essential 
for an economic entity. In the absence of control, an objective event is 
usually required to mark the existence or point for measuring income. 

In most cases, the legal and the economic entity coincide, and support 
of one is support of the other. In other cases, the legal entity is ignored, 
rightly, and only the economic entity is upheld. 

In 1916 and 1917, gains or losses on its own shares reacquired by a 
corporation were considered taxable income. From 1918 to 1932, inclusive, 
such gains or losses were considered capital changes only. A more reason- 
able, rule has appeared since the 1934 act. The gist of this rule is that a 
gain or loss is realized if the transaction is not intended to be a capital 
adjustment. To summarize, for the years of 1918 through 1932, the entity 
was ignored; in the other years, the separate entity was upheld. The 
opinions of accountants, the courts, and the Board, and the Regulations in 
this matter have shown about the same trend toward recognition of such 
gains or losses and the upholding of the separate entity. 

The separate entity has been supported by the law throughout its 
modem existence in the matter of dividends in general. In 1917 and 
1918, dividends were considered income upon receipt. The law was 
changed but the entity was still upheld in the years of 1921 through 
1928, years in which the rale was that income on dividends was realized 
when they were made available without restriction to the shareholders. 

The Board of Tax Appeals and the courts have held that dividends 
purchased are capital contributions and that subsequent receipts of 
dividends are income to the entire extent This rule is based on ex- 
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pediency, or perhaps on an exaggerated idea of the corporate entity. 
Needless to say, accountants disagree with this rule and feel that it 
results in taxation of capital. 

With the exception of a few years, the income tax has provided that 
earnings or profits accumulated are the proper source of dividends. In 
1918, 1921, 1936, and 1938, distributions were considered taxable divi- 
dends if paid out of earnings of the current year (latter portion of the 
year in 1918 and 1921) without regard to the existence of a deficit at the 
start of the year. The intention in 1936 and 1938 was to provide a larger 
amount of taxable dividends for purposes of computing a credit for tire 
undistributed profits tax. These provisions have been opposed by ac- 
countants on the ground that liquidation dividends are being taxed. 

Up to the Eisner case in 1920, stock dividends were considered taxable 
income. This treatment, perhaps, may be proper under an entity rule. 
From 1921 to 1934, inclusive, such dividends were not considered in- 
come. There appears to be some inconsistency in reasoning underlying 
this rule. First the entity is upheld by a denial that profits accumulated 
to a corporation are also accumulated to the shareholders. Then the 
entity theory is tom down by a denial that the dividend is an act of 
separation marking the point at which income may be said to have 
come into existence for the recipient of the share dividend. 

A more reasonable rule has been established in 1936 and 1938 to the 
effect that taxable income results from a share dividend based on accumu- 
lated corporate income provided the dividend works a change in the 
proportionate interests of the various shareholders. This new mle is a 
partial recognition of the entity conception and could be improved if all 
share dividends were considered income when irrevocably made avail- 
able to the shareholders. Perhaps the best treatment would be to treat 
all dividends alike and to consider that income to shareholders comes into 
existence when income is acquired by the corporation and not when 
the distribution takes place. The trend of court decisions has paralleled 
the change in the acts and regulations. Much the same comment might 
be made regarding accounting opinion, although there is less willingness 
among accountants to agree that share dividends are a proper base for 
income taxation. 

In so far as parent-subsidiary groups are not under consideration, the 
credit allowed one corporation for dividends received from another cor- 
poration subject to the Federal income tax breaks down die entity con- 
cept In 1913, such intercorporate dividends were fully taxed. From 1917 
to 1934, inclusive, they were fully tax-free. In 1933, they were taxed to 
the extent of ten percent of the amount received; a ninety percent credit 
was allowed. In 1936 and 1938, only an eighty-five percent credit was 
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pemitted; If intercorporate dividends are in question within a holding 
company group, such a credit would override, properly, the legal entity 
idea but would not violate the more correct economic entity conception. 

The corporate entity theory is cast down by the income tax provisions 
which stipulate that income is obtained by a shareholder if property is' 
sold to him by a corporation for an amount substantially below the fair* 
market value. However, a situation such as this arises usually only in the 
case of closely controlled corporations, in which the entity concept is of 
less validity than in the case of the ordinary open corporation. From 
1926 through 1936, the difference between sales price and fair market 
value was considered taxable income. The 1938 provision was slightly 
improved, in that income in such cases is taxed only if the transaction 
is equivalent to a distribution of earnings or to compensation for services. 

The entity theory is not violated by die constructive-receipt provisions 
which have appeared in the law since 1918. 

Consolidated returns ignore the artificiality of the legal entity of cor- 
porations and stay within and recognize the economic entity of a larger 
economic enterprise in appropriate cases. Such returns were forbidden in 
1916, were optional in 1917, and mandatory in 1918. The 1921 Act con- 
tinued the mandatory rule for returns for taxable years prior to January 
1, 1922, but made returns for years on or after that date optional. The 
option was granted, because it was felt that some groups might consider 
the preparation of such returns too burdensome. 

There was no .important change from 1924 to 1928, inclusive, but for 
the year of 1929, consolidated returns were restricted to parent-subsidiary 
groups. They were further restricted to railroads and railroad holding 
companies in 1934, 1936, and 1938. In 1932 and 1933, an extra rate of tax 
of three-quarters of one percent was charged for their use. The dis- 
criminatory rate was raised to two percent in 1934 but was omitted in 
1936 and 1938. 

In order to protect the government against manipulation of income 
calculations by affiliated companies following the removal of consoli- 
dated returns provision, the law has given permission in the years since 
1928 to the Commissioner^ to overlook the artificial legal entities and to 
adjust the income figures to show true income. This is rather paradoxical. 
The economic entity is recognized for reapportionments of gross incomes 
and deductions but is ignored in assessing the tax. 

Accountants, tax experts, committees of Congress, and business men 
have agreed almost unanimously that consolidated returns are necessary 
and desirable, but for expedient reasons, they have been disallowed for 
general use since 1929* 

If the entity theory is upheld, both shareholders and other capital 
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contributors should be considered similar in nature and the rewards for 
their services inherently similar, although they are computed differently 
and are of varying degrees of certainty. It follows, then, that interest and 
dividends should be treated alike, as expenses of the entity 
To summarize briefly the matter of the accounting entity, it must be 
said that the predominant characteristics are inconsistency and ex- 
pediency, The two entity theories and the association concept are used 
unsystematically both by accountants and in the Federal income tax. 



CHAPTER VII 

GROSS INCOME ITEMS 

Both GROSS INCOME and deductions therefrom must be considered in 
computing net income. In regard to both gross incomes and deductions, 
two principal things must be given consideration, namely: (1) the nature 
of the items themselves, and (2) the time for taking them into considera- 
tion. We must not only know what things are to be matched but also 
when to match them. 

The time for including gross incomes in our net income calculation 
has already been discussed;^ therefore, this chapter is limited to a dis- 
cussion of the types of things which are considered a part of gross income. 
The nature^ and the time® for taking deductions are discussed elsewhere. 
In the 1913 Regulations, most of the emphasis was placed on deduc- 
tions, but the 1916 and 1917 Regulations devoted more attention to gross 
income items. 

... the normal tax . . . shall be levied, assessed, and paid annually upon the 
entire net iacorne arising or accruing from all sources during the preceding . , . 
year to every corporation, . . . organized in the United States; no matter how 
created or organized; , . 

The emphasis is on income from all sources. Any exceptions to this 
must be stated specifically in the statutes. Substantially the same pro- 
vision has been included in the acts of all of the years from 1913 to 1938, 
inclusive,® 

For Federal income tax purposes, gross income items are divided into 
two general classes: taxable and non-taxable income. 

Items Included in Taxable Gross Income 

Regarding gross income, the Regulations of 1913, 1916, and 1917 stated:® 

It will be noticed from these definitions that the gross income embraces not 
only the operating revenues, but also income, gains, or profits from all other 
sources, such as rentals, royalties, interest, and dividends from stock owned in 
other corporations,^ and appreciation in the values of assets, if taken up on the 
books of acount as gain; also profits made from the sale of assets, investments, 
etc. 

Again, as in many other places in the law, emphasis is placed on the 
inclusion of all income, even that which is extraordinary or non-recurring 
in nature.® The Regulations of 1913, 1916, and 1917 carried this idea so 
far as to include xmrealized appreciation of assets as income, provided it 
had been placed on the books.® 

In general, the following items are included in taxable gross income: 

ri40 ] :v V : 
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busiBess income; profits from sales and transactions in property; interest; 
rent; dividends; gains, profits, and income derived from any source 
whatever.^® 

In 1918,^^ the amount of tax paid by the obligor of bonds with a tax- 
free covenant was considered additional income to the bondholder, 
although the amount paid was allowed as a credit against the tax. 

In the 1926 and succeeding acts,^^ 

The amount of income tax paid for a bondholder by the obligor pursuant to a 
so-called taxfree covenant in its bonds shall not be included in the gross income 
of the bondholder. . . . The amoimt of the tax so paid may nevertheless be 
claimed as a credit against the total amount of tax due. . . 

In the regulations, income has been defined as gain derived from 
capital, labor, or both combined, provided it be understood to include 
profit gained through a sale or conversion of capital assets.^* 

Gross Income From Business 

In tbe 1918 and subsequent regulations,^® it has been provided that 

In the case of a manufacturing, merchandising, or mining business, ‘‘'gross 
income*' means the total sales, less the cost of goods sold,^® plus any income 
from investments and from incidental or outside operations or sources.^^ 

This provision appears to be satisfactory from an accounting point of 
view. Again, the concept of all-inclusive income is emphasized. 

Income From Leased Property 

Income from leased propei^ is properly regarded under the income tax 
law as an element of taxable income. As early as 1918, the regulations 
contained recognition of the proper inclusion of such an item, and sub- 
stantially the same provision has been included ever since.^® 

Article 546 of Regulations 45 of 1918 stated: 

Where a corporation has leased its property in consideration that the lessee 
shall pay in lieu of other rental an amount equivalent to a certain rate of divi- 
dend on the lessor's capital stock or the interest on the lessor's outstanding 
indebtedness, together with taxes, insurance, or other fixed charges, such pay- 
ments shall be considered rental payments and shall be returned by the lessor 
corporation as income, notwithstanding the fact that the dividends and interest 
are paid by the lessee directly to the stockholders and bondholders of the lessor. 
The fact that a corporation has conveyed or let its property and has parted with 
its management and control, or has ceased to engage in the business for which 
it was originally organized, will not relieve it from liability to the tax. While the 
payments made by the lessee directly to the bondholders or stockholders of the 
lessor are rentals as to both the lessee and lessor (rentals paid in one case and 
rentals received in the other), to the bondliolders and the stockholders such 
amounts are interest and dividend payments received as from lessor and as such 
shall be accounted for in their returns. 
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Tliere is little room for disagreement with the above provision, which 
has existed all of these past years. 

Dimdends and Purchases of Shares 
Between Dividend Dates 

The following income tax rule appeared in the regulations of 1926.^^ 

In the case of stock sold between dividend dates, the entire amount of the 
dividend is income to the vendee and must be reported in his gross income 
when the dividend becomes due and payable. The amount advanced by the 
vendee to the vendor in contemplation of the next dividend payment is an 
investment of capital and may not be claimed as a deduction from gross in- 
come.2® 

In 1936, the matter was explained a bit more completely: 

The fact that a dividend is declared shortly after the sale of corporate stock 
and the sale price is influenced by the expectation of the payment of a dividend, 
does not make such dividend when paid taxable to the vendor as a dividend. 

It is difficult to see any theoretical justification for not taxing the 
vendor on dividends sold by him. Income on securities is, roughly 
speaking, a reward for money invested. Although it is generally felt 
that dividends do not accrue, it seems that in a case in which the 
transfer price included an adjustment for such dividends the amount so 
adjusted should be income to the vendor only and a reduction of income 
for the vendee. There would be no great difficulty of measurement in 
such cases to complicate administration of the tax. 

Taxablednterest in General 

Even as early as the 1894 act, interest income, in general, has been 
taxed; this is true, of course, with the exception of a few types of exempt 
interest. The taxation of interest has been stipulated in all of the income 
tax laws, including the latest.®^ 

Interest on the proceeds of life insurance policies is taxable,®^ although 
the proceeds may be exempt. 

Interest on Obligations of the United 
States and Possessions^^ 

The general rule is that interest on obligations of the United States and 
its possessions is tax-exempt.®^ However, this generalization must be 
modified for particular items. 

If the obligations are issued after September 1, 1917, the interest is 
exempt only if and to the extent provided in the Acts authorizing the 
issuance of the obligations.®® This group includes Treasury certificates 
of indebtedness, war savings certificates, Liberty bonds, and Victory 
notes. First Liberty Loan bonds ware totally exempt, however. In 1921, 
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this total exemption was extended to Victory Liberty Loan 31 con- 
vertible notes.^® 

In 1928,^’' slight modifications were made, which were o! primary 
interest to individnals, to the effect that ‘The interest on all these obliga- 
tions is exempt from the normal income tax” Liberty Loan 4® and 4M% 
bonds, Treasury bonds, Treasury certificates of indebtedness, Treasury 
savings certificates, and Treasury notes were exempted from all but the 
surtax, and were exempt from the surtax to the extent of interest on the 
amount of $5,000 of the face of such obligations. 

The next important modification took place in 1934,^ and was caused 
by the appearance of many of the ‘‘New Deal” government agencies and 
corporations. It was provided that obligations of a corporation organized 
under act of Congress, if such corporation is an instrumentality of the 
United States, are generally exempt from tax. The interest on such 
obligations was declared exempt to the amount stated in the acts authoriz- 
ing their issuance. This provision has remained unchanged in both the 
1936 and the 1938 Acts.^® 

Interest on Obligations of a State or Subdivision 
Thereof and of Possessions of 
the United States 

Sechon B of 1913 required: 

That in computing net income under this section there shall be excluded the 
interest upon the obligations of a State or any political subdivisions thereof, 
and upon the obligations of the United States or its possessions; , , 

The exemption of interest upon such obligations has continued into 
the present law,®^ even though the exemption granted to employees of 
such jurisdictions has been discontinued in the 1939 Public Salary Act. 

There is less reason to retain this provision than there is to eliminate it. 
Evidence that its continued existence can be traced to inertia and to 
expediency is found in the various discussions Congress has held regard- 
ing the matter. 

In 1913, Mr. HulP^ indicated that since the Supreme Court had fre- 
quently held that states may not tax instrumentalities of the Federal 
Government, and vice versa. Congress did not wish to raise constitutional 
questions or to antagonize the states by taxing such income. Mr. Bartlett 
added that p6ople were promised such tax exemption in case of war. 

In 1918, some effort was made to tax the income from such securities 
if newly issued. In spite of its doubt as to the constitutionality, the Ways 
and Means Committee favored such taxation, at least in time of war, so 
that the holders of such securities might share the burdens of war.®® 
However, the Senate Fimnce Committee struck out the suggestion of 
the Ways and Means Committee because: 
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. • V apart from the constitutional question, it seemed unwise for Congress to 
attempt to impose the tax upon the obligations of states and municipalities as 
long as the states are not free to tax in a similar manner the obligations of the 
United States.^* 

A proposed amendment to abolish such tax exemption was intro- 
duced in 1922 and passed the House on January 23, 1923, but was never 
reported out of the Senate Committee to which it was referred. 

Running through all of the Congressional discussion appears to be 
some doubt as to the constitutionality of taxation of income from obliga- 
tions of states and subdivisions thereof. There does not appear to be any 
steadfast conviction that such a tax is unconstitutional; rather, there is 
evident merely a desire to side-step the question by making such income 
tax-exempt 

Whether or not the taxation of income from securities issued by states 
or their subdivisions is contrary to the Constitution is not a settled matter. 
There is an imposing array of support for the thesis of unconstitution- 
ality,®^ but the group which supports the idea that no violation of con- 
stitutional provisions would result from such taxation is more recent and 
probably more impressive and persuasive.^® 

Denial of the constitutionality of Federal taxation of income from 
securities of states and subdivisions thereof is founded on the decision 
in McColloch t>. Maryland,^'^ decided in 1819. The oft-quoted statement 
was made that cross-taxation was undesirable because ‘'the power to tax 
is the power to destroy.” The citation of this case in support of immunity 
of income from one class of jurisdictions from tax by another class is not 
accurate. The tax at issue in McColloch v. Maryland was a discriminatory 
tax designed to drive the Bank of the United States out of existence; it 
was not a general tax applied alike to all, as is true of a tax on the 
income from such obligations. A general tax on all to obtain revenue is 
not a tax levied with intent to destroy.®® Mr. Justice Holmes said, in 1927; 
“The power to tax is not the power to destroy while this court sits.”®® 

It may be urged, further, that even if the exemption of state securities from 
a federal income tax were of real advantage to the states, there seems to be no 
reason why the federal government should confer upon them this advantage. 
The constitutional inhibition, if it means anything, means only that the national 
government shall not discriminate against the states by injuring their power to 
borrow. It does not mean that the national government should discriminate in 
favor of the states by enhancing their power to borrow.'*® 

In 1930, the Supreme Court held that profit from the sale of state and 
municipal bonds was taxable by the United States/^ In the 1939 Public 
Salary Act, taxes have been imposed on the salaries of state and municipal 
employees. Both of these types of incsome are closely akin to income 
derived directly from state or municipal bonds. 
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A detailed discussion of constitutionality is outside of the sphere of this 
study. Let it suffice to say that perhaps ihere is no serious constitutional 
objection to the taxation of such items. 

Aside from the constitutional question, the financial desirability or 
undesirability of Federal taxation of income from obligations of states 
and subdivisions must be given consideration. 

The results of a study made in 1926^^ indicated that tax-exempt securi- 
ties might not be the great evil they have often been held to be. The 
conclusions reached were: 

1. Not much Federal tax revenue is lost because of investments in tax 
exempt securities. 

2. The amount saved by states and municipalities on account of such exemp- 
tions is about as large as the amount lost by the Federal Government. 

3. Industry and trade are not seriously handicapped by the competition of 
tax-exempt bonds for available funds. 

4. Tax-exemption does not cause state and municipal extravagance. 

5. Other arguments for the abolition of tax-exempt securities are unsound 
or unimportant. 

6. Most of the arguments in favor of tax-exemption are unsound; but in view 
of the extent to which such exemption subsidizes good roads, schools, etc., the 
abolition of such exemptions would probably do more harm than good. 

In direct contradiction to the conclusions drawn from the above study, 
the general feeling is that tax-exempt securities are undesirable in their 
effect on industry and on government finances.*® The tendency in income 
taxation, the world over, is toward taxation, not exemption, of income 
from government securities.** 

As far as Federal taxation of income from securities of states and 
subdivisions is concerned, there appears to be no very valid constitutional 
objection. Likewise, there appears to be no financial benefit to be gained 
from the exemption from the income tax of income from such securities. 

The exclusion of income from any government security is a divergence 
from business and accounting methods for income calculation which is 
not adequately justified. 

Dividends and Interest From 
Agricultural Agencies 

In 1918 and 1921,*® dividends and interest from Federal land banks and 
national farm loan associations were declared exempt. This exemption 
was extended in the Acts of 1924 through 1932*® to include interest and 
dividends from Federal Intermediate Credit banks. 

The exemptions found in the earlier regulations were continued in 
1934, but specific limitation was made as to certain other farm agencies. 
In 1934,*^ dividends on the stock of the central bank for cooperatives, 
production credit corporations, production credit associations, and banks 
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for cooperatives organized under the Farm Credit Act of 1933 were 
stated to be income taxable to the recipients as long as these organiza- 
tions are exempt from the Federal income tax on the grounds that some 
of their stock is owned by the United States. 

There has been no change in 1936 and 1938;^® except that in the 
latter year, dividends on share accounts of Federal savings and loan 
associations were exempted from the normal tax. 

Interest on Postal Savings Accounts 

Under the 1918 Regulations,^® interest received from postal savings de- 
posits was fully exempt if the deposit was made before September 1, 
1917, but was taxable if the deposit was made after that date. 

Interest on postal savings accounts has been held tax-exempt in full 
according to the Regulations of all years subsequent to 1918.®® 

Dividends Received on the Stock 
of Federal Reserve Banks 

Dividends received on the stock of Federal Reserve Banks are not 
subject to tax, but dividends received from member banks are taxable. 
A provision such as this has been a part of our Regulations since 1918.®^ 

Miscellaneous 

A NUMBER of rules and decisions regarding miscellaneous specific income 
items have been handed down which are in substantial agreement with 
accounting methods for income calculation. 

The amount of any compensation received for damages in excess of 
the amount necessary to make good the damages was considered income 
for the year in which received. If the entire or estimated amount of 
damages has been charged off previously, the entire amount received as 
compensation shall be returned as income.®^ A slight deviation from 
accurate matching is thus introduced into the income calculation but 
perhaps can be justified on the grounds of expediency. 

Royalties from patents are income and should be so reported.®® 
Mere contributions of capital or the return of capital,®^ and gifts®® are 
not considered taxable income. 

Chapter Summary 

The outstanding impression left by a study of the various items, either 
taxable or tax-exempt according to their nature, is that there has been 
relatively little change in the income tax in the years between 1913 and 
the present 

In all of the years, it has been the general rule that all types of 
incomes are taxable. Certain exceptions have been mentioned specifically, 
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From 1918 to 1938, inclusive, the following items have been mentioned 
as fully subject to tax: business income, income from leased property, 
and dividends received from member banks of the Federal Reserve 
System. 

Dividends on capital stock included and considered in the transfer 
price of shares of stock have been considered income to the vendee of 
the shares when the dividends are received, according to the provisions 
of the years 1926 to 1938, inclusive. This provision is contrary to correct 
income determination. 

In general, the items included in income are not open to much 
objection; the law has been consistent and of long-standing in its 
advocacy of correct inclusions. 

Much objection can be raised regarding the items excluded from 
taxable income, however. The inclusions generally have been made on 
the grounds of expediency. The chief item of offense in this respect is 
interest income. Ever since 1913, the general rule has been that all 
interest, in general, is taxable. However, certain tax-exempt items have 
been specified since the earliest years of the tax. 

In 1913, it was stated that interest received on obligations of states, 
their subdivisions, and possessions of the United States were exempt 
In 1917, the general rule was established that interest on the obligations 
of the United States or its possessions were tax-free. If they were issued 
after September 1, 1917, the interest is exempt only to the extent pro- 
vided in the acts authorizing the issuance of the obligations. This same 
rule was extended in 1934 to include the many new Government agencies 
and corporations introduced as instrumentalities of the Federal Govern- 
ment. 

In 1918, agricultural interests were given a subsidy by tax-exemption 
granted to the interest and dividends received from certain agricultural 
agencies. 

Since 1921, interest received on postal savings accounts has been fully 
exempt. Prior to that time, interest on such accounts was taxable if the 
deposit was made after September 1, 1917. 

In 1918, the tax paid by the obligor of tax-free covenant bonds was 
included as income of the bondholder. This was as it should be; but in 
1926, it was removed from the taxable class. In all of the years, the 
amount of the tax has been allowed as a credit against the income tax 
computed. 

Satisfactory treatment has been accorded interest received on life 
insurance proceeds. Since 1926, such interest has been taxed, although 
the proceeds of the policy may be tax-exempt. 

The interest provisions in the preceding paragraphs have been in 
force, in all cases, from the dates given to the present time. 
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Gertam other items of gross income are discussed elsewhere in this 
book. In Chapter V, Non-Recurring Items, the following are discnssed: 
capital gains, disposal of installment obligations, real property sold in 
lots, the sale of goodwill, the sale of patents and copyrights, the sale of 
mines and oil and gas wells, short sales, the forgiveness of debts (from 
the point of view of the debtor), the proceeds from life insurance 
policies, the recovery of bad debts, leasehold improvements made by the 
lessee (from the point of view of the lessor), and gifts. Items of income to 
corporations as stockholders of other corporations are discussed in 
Chapter VI, The Accounting Entity. Amortization of premiums on bonds 
issued and of discount on bonds purchased are treated in Chapter IX, 
Amortization. 



CHAPTER VIII 
DEDUCTION ITEMS 


Shaix im INCOME TAX be a tax on gross or net income? After all of the 
advantages and disadvantages of each are considered, one must choose 
the net income tax. The chief advantages of a gross tax are its ease of 
computation and administration with a minimum of evasion. The dis- 
advantages are that proportionate ability to pay is not considered; re- 
covery of cost and deductions are given no consideration. 

Income is a net concept; it connotes increased wealth which will be 
at the disposal of the owner for consumption purposes at some time or 
odier without a reduction in the beginning capital store. 

It is an axiom of economics that the maintenance of invested capital is a pre- 
requisite to the showing of profit, that a business enterprise must deduct from 
its gross income for any given period of time the amount of all assets consumed 
and aU values expired in the earning of income before a figure of net income 
or net loss for the period can be determined.^ 

The common idea of income held by accountants and economists^ is 
net in nature, but the courts and the Board of Tax Appeals are incon- 
sistent; sometimes they observe the net concept and sometimes they 
ignore it. 

In 1913, 1916, and 1917, the statute itself specified: 

That the normal tax . . . shall be levied, assessed, and paid annually upon 
the entire net income arising or accruing from all sources during the preceding 
calendar year to every corporation, . . . organized in the United States, no 
matter how created or organized.^ 

Similar provisions regarding . the use of net income as the basis for 
the income tax on corporations have been included in the Acts of each 
of the following years.^ Most of the objections raised® against the income 
base used for taxation would be groundless if the tax concept were truly 
a net concept as is stated in the acts themselves. The law goes on to 
define what it means by net income, but unfortunately its definition does 
not agree at all with the economic and accounting idea of net 

That the income tax computation of net income is intended to be 
different from accounting methods is clearly evident in the following 
portion of the 1913 regulations. 

Except as the same may be modified by the provisions of the act, limiting 
certain deductions and authorizing others, the net income as returned for the 

f urpose of the tax should be the same as that shown by the books or the annual 
alance sheet.® 

This statement falls far short of being helpful. In addition to its poor 

[ 149 ] 
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treatment of deductions, it is open to objection in so far as its implica- 
tions regarding gross income are concerned. The matter of gross income, 
however, is not under discussion at this point. 

The regulations of 1916 and 1917 go on to say that: 

The net income upon which the tax is levied is that portion of the gross 
income received from all sources (except . . .) which remains after all authorized 
deductions have been taken into account,^ 

In brief, statutory net income is composed of all items of gross income 
with the exception of some which are tax-free, less all deductions which 
are permitted by law.®"^ 

The Supreme Court has upheld this limited net income concept of 
the income tax law in several cases, and has held that Congress may tax 
gross income by allowing only such deductions as it wishes.^® 

All asset outflows are properly deductible from gross income inflows 
to arrive at net income for the entire life of an enterprise. Some of these 
outflows are easily matched with inflows or are easily determined to 
represent expired assets, but others occur infrequently and represent 
large expirations of assets which are not clearly associated with particular 
inflows. The former type is known as expenses and operating losses; the 
latter, as losses or extraneous losses. They are really basically similar in 
nature. 

The ideal situation requires accrual, i.e., placing of all losses and 
expenses within their proper accounting period.’^^ 

Let it be said again that there is no intention to suggest extreme and im- 
practical lines of analysis, but the thesis that all costs are on a parity as far as 
recovery through revenue is concerned and that, therefore, any legitimate cost 
may be deferred and included in cost inventories provided a reasonable method 
of working this out may be developed seems to be thoroughly valid.^^ 

We can do this for operating expenses and for certain types of recurring 
or predictable losses, such as those for bad debts, future maintenance 
obligations, fire losses (in some cases), and others which are quite closely 
related to ordinary business operations.^® 

Recurring or predictable losses of this nature are often justified as risk 
costs of operation, but it might be more proper to say that all losses 
should be deducted, and that some are not so deducted (as are the so- 
called risk costs) merely because accurate or adequate measurement for 
deduction purposes has not been or can not be made. The difference lies 
not in the field of theory but in the realm of practical expediency. The 
above reasoning is different from that inherent in a risk cost concept^^ 
The justification for deductions in the nature of predictable losses is not 
found in an anticipation of future risk losses but rather in the fact that 
all losses and expenses are properly deductible from gross income on a 
matched basis* 



Deduction Items 151 

Future losses from sale or disposition of fixed assets and securities are 
so unpredictable that adequate measurement for spreading such losses 
over the holding period of the assets is not feasible.^^ The unpredicta- 
bility and immeasurability in most cases of future losses associated with 
inventories also should require that reserves for market fluctuations be 
omitted from income calculations. However, many practicing accountants 
justify inventory reserves on the basis of conservatism in providing for 
the risk cost of carrying goods available for sale. 

Payments made by a taxpayer on behalf of another are not deductible 
on the taxpayers return,^® although perhaps they might be deductible as 
bad debts if there was a promise made of reimbursement to the taxpayer, 
which promise was not fulfilled. This is a perfectly reasonable rule, in as 
much as tax returns are made out for individual business entities.^^ 

Deductions are made on the basis of present knowledge, and the Com- 
missioner may not disallow such merely because of possible future 
recoveries. 

Since the first Act, in 1913, the law has stated that ordinary and 
necessary business expenses may be deducted.^® 

Such net income shall be ascertained by deducting from the gross amount 
of the income of such corporation, . . . received within the year from all sources, 
(first) all the ordinary and necessary expenses paid within the year in the main- 
tenance and operation of its business and properties, including rentals or other 
payments required to be made as a condition to the continued use or possession 
of property; . . . 

This provision quite definitely is limited to the more recurrent operat- 
ing items. Ordinary and necessary expenses incurred in the operation 
and maintenance of the business and properties of a corporation are 
deductible only if they are usual and essential in the case of similar cor- 
porations and do not include nonessential expenditures.^® 

The nature of business expenses is explained in the 1918 regulations 
and in its successors and predecessors.^^ 

Business expenses, . . . include all items entering into what is ordinarily 
known as the cost of goods sold, together with selling and management expenses, 
except such items as are treated in articles 121 to 268. Among the items to be 
treated as business expenses are material, labor, supplies, and repairs ... in- 
clude . . . goods bought for resale. Other items that may be included as business 
expenses are reasonable compensation for the services of officers and employees, 
advertising and other selling expenses, together with insurance policies against 
fire, storm, theft, accident, or other similar losses in the case of a business, and 
rental for the use of business property. But ... taxpayer is entitled to deduct 
the necessary expenses paid in carrying on his business from his gross income 
from whatever source. . . 

The regulations of later years add to this list of examples certain 
traveling expenses, commissions, and automobile expenses. 
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The above provision regarding business expenses is satisfactory if not 
limited strictly to the principal business activity. Until recently it was 
considered broad enough to cover all expenses incurred in producing 
taxable income even though not strictly in trade or business, but later 
rulings have been based on a narrower interpretation. 

For purposes of discussion, the deductions from gross income made 
to arrive at net income will be broken up into three classifications: 
(1) those deductible in full for income tax purposes, (2) those partially 
deductible, and (3) those entirely disallowed. 

Deductible in Full 

Repairs 

Ordinaby repairs made for maintenance have always been deductible 
in full under the Federal income tax law.2® 

Incidental repairs which neither add to the value of the property nor appre- 
ciably prolong its life, but keep it in an operating condition, may be deducted 
as expenses.^^ 

. . . , provided that the plant or property account is not increased by the 
amount of such expenditures. Such repairs to the extent that they arrest de- 
terioration, should have the effect to reduce the depreciation charge otherwise 
deductible.^® 

In 1918 the following words were added: 

Repairs in the nature of replacements, to the extent that they arrest deteriora- 
tion and appreciably prolong the life of the property should be charged against 
the depreciation reserve. 

The Board of Tax Appeals has frequently upheld the right to deduct 
repairs;^® most cases involving repairs involve a determination of fact 
rather than the essential question as to whether or not repairs may be 
deducted. Amounts expended to enlarge or improve facilities (not in the 
nature of permanent improvements) to take care of an expansion in 
business are deductible.^'^ If such alterations are for the benefit of several 
periods, they should be written off over those periods rather than in 
the period in which the alteration is made. Even ordinary annual replace- 
ments of furniture and office equipment are deductible.^® 

There is nothing in these sections, regulations, and decisions which 
violates accounting provisions. The essential thing required both by 
accounting and the income tax is proper differentiation between capital 
and revenue expenditures. 

Traveling Expenses 

Net traveling expenses have been allowed to individuals. The indi- 
vidual is allowed to include such amounts as deductions and is required 
to show any reimbursements from his employer, as gross income. Since 
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an employing corporation pays such items ultimately, it is entitled to 
such amounts as deductions also. 

Article 101, Regulations 62, 1922 edition, of the 1921 act specifies: 

Traveling expenses, as ordinarily understood, include railroad fares and 
meals and lodging. ... If the trip is solely on business, the reasonable and 
necessary traveling expenses, including railroad fares, meals, and lodging, are 
business expenses. 

(a) If, then, an individual, whose business requires him to travel, receives a 
salary as full compensation for his services, without reimbursement for traveling 
expenses, or is employed on a commission basis with no expense allowance, his 
traveling expenses, including the entire amount expended for meals and lodging, 
are deductible from gross income. 

(b) If an individual receives a salary and is also repaid his actual traveling 
expenses, he shall include in gross income the amount so repaid and may de- 
duct such expenses. 

(c) If an individual receives a salary and also an allowance for meals and 
lodging, as, for example, a per diem allowance in lieu of subsistence, the amount 
of the allowance should be included in gross income and the cost of such meals 
and lodging may be deducted therefrom. 

A similar rule has appeared in all succeeding years.^® 

Rentals 

Rentals paid are deductible business expenses under all of the acts, 
including the first one in 1913. Sec. 12 (a) of 1916 states that among 
allowable deductions are included 

(first) All the ordinary and necessary expenses . . . including rentals or other 
payments required to be made as a condition to the continued use or possession 
of property, to which the corporation has not taken or is not taking title, or in 
which it has no equity. 

Both rentals and depreciation are service charges for the use of 
property. If one owns business property, he should depreciate it; if he 
rents, he should treat rent payments as expenses. 

The rental provisions are broad enough to include other payments 
made by the lessee for the lessor in lieu of rent.®^ Dividends and taxes 
of the lessor paid by the lessee are deductible as rent,^^ 

The 1938 regulations regarding rental deductions are the same as in 
1918 and all intervening years.®^ 

If a leasehold is acquired for business purposes for a specified sum, the pur- 
chaser may take as a deduction in his return an aliquot part of such sum each 
year, based on the number of years the lease has to run. Taxes paid by a tenant 
to or for a landlord for business property are additional rent and constitute a 
deductible item to the tenant and taxable income to the landlord, the amount 
of the tax being deductible by the latter. The cost borne by a lessee in erecting 
buildings or making permanent improvements on ground of which he is lessee is 
held to be a capital investment and not deductible as a business expense. In 
order to return to such taxpayer his investment of capital, an annual deduction 
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may be made from gross income of an amount equal to the total cost of such 
improvements divided by the number of years remaining of the term of lease, 
and such deduction shall be in lieu of a deduction for depreciation. If the re- 
mainder of the teiiii of lease is greater than the probable life of the buildings 
erected, or of the improvements made, this deduction shall take the form of an 
allowance for depreciation. 

Pensions 

Pensions are payments made either directly to employees, as into a 
pension fund, or as social security taxes.^^ They are more similar in 
nature to additional compensation to employees than they are to taxes 
or contributions. 

In 1913, it was provided that: 

Amounts provided for pensions to retired employees, or to their families, or 
others dependent upon them or on account of injuries received by employees, 
are proper deductions as ‘‘ordinary and necessary expenses”; . . 

Substantially the same provision was made in 1916^® and 1917,®^ but 
in 1918 and in later laws, it was expanded somewhat, as follows:®® 

. . . paid as compensation for injuries, are proper deductions as ordinary and 
necessary expenses. Such deductions are limited to the amount not compensated 
for by insurance or otherwise. No deduction shall be ^rnade for contributions to 
a pension fund held by the corporation, the amount deductible in such case 
being the amount actually paid to the employee. When the amount of the salary 
of an officer or employee is paid for a limited period after his death to his 
widow or heirs in recognition of the services rendered by the individual, such 
payments may be deducted. Salaries paid by employers during the continuance 
of the war to employees who are absent in the military or naval service or are 
serving the Government in other ways at a nominal compensation, but who 
intend to return at the conclusion of the war, are allowable deductions.®^ 

Pensions may be deductible if paid either for injuries or retirement 
purposes. The 1913, 1916, and 1918 regulations specify that the pensions 
must be paid. In 1921 and subsequent years, the words ^‘or accrued’" 
are added. This is perhaps not very significant, since the law was drawn 
on an accrual basis.^® 

The regulations for the years of 1913 to 1926 inclusive, but not for the 
years of 1928 to 1938^^ inclusive, specify in the articles aheady noted 
that contributions to a fund the resources of which are held by the 
corporations are not deductible, and that in cases in which such funds 
are operated, only the amounts actually paid the employees are 
deductible. 

The regulations for the years of 1928 to 1938 inclusive contain special 
provisions regarding pension funds, apart from the articles previously 
noted.'^ 

Formerly, if the resources of the pension trust were held by the 
corporation, contributions to such fund could not be deducted by the 
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corporation. This held true even though the corporation was operating 
a bona -fide pension trust fund. In 1928, it was decided that if the plan 
was bona -fide and if title to the assets of the fund could not be re- 
possessed, mere holding of the trust assets would not render contribu- 
tions to the trust non-deductible. 

However if the trust was revocable, contributions to such trust were 
not deductible and income of the trust was held income of the grantor.^^ 
For fiscal years starting after December 31, 1938, no part of the corpus 
or income of a trust organized under exempt employee trust agreements 
may be used for purposes other than the employees benefits (unless all 
liabilities to employees have been satisfied). 

In discussing Section 23(q) of the 1928 act, the Senate Finance Com- 
mittee^® decided to permit trust funds set up under old corporation- 
controlled plans to be turned over to a trustee and administered as 
though independent for their entire existence. Since contributions were 
made to such plans in years prior to 1928, the Committee decided also 
that such past contributions might be deducted over a period of future 
years equivalent to the time during which the fund was accumulated. 

Section 23(q) was then finally drafted to include approximately the 
above opinion expressed by the Senate Finance Committee. In its final 
form, Section 23(q) of the 1928 act stated: 

An employer establishing or maintaining a pension trust ... for the payment 
of reasonable pensions to his employees (if such trust is exempt from tax under 
section 165, relating to trusts created for the exclusive benefit of employees) 
shall be allowed as a deduction (in addition to the contributions to such trust 
during the taxable year to cover the pension liability accruing during the year, 
allowed as a deduction under subsection (a) of this section) a reasonable amount 
transferred or paid into such trust during the taxable year in excess of such 
contributions, but only if such amount (1) has not theretofore been allowed as 
a deduction, and (2) is apportioned in equal parts over a period of ten con- 
secutive years beginning with the year in which the transfer or payment is made. 

The acts of the years subsequent to 1928 have included a similar 
provision but have added some additional information which is quoted 
below from Section 23(p)(2) of the 1938 act. The information in the 
1932, 1934, and 1936 laws is similar in import to that of 1938, although 
slightly different in the details.'^® 

Any deduction allowable under section 23(q) of the Revenue Act of 1928 
or the Revenue Act of 1932 or the Revenue Act of 1934, or under section 23(p) 
of the Revenue Act of 1936, which under such section was apportioned to any 
taxable year beginning after December 31, 1937, shall be allowed as a deduc- 
tion in the years to which so apportioned to the extent allowable under such 
section if it had remained in force with respect to such year. 

The regulations for 1928, 1932, 1934, 1936, and 1938 regarding pension 
trusts are substantially the same/^ They specify that the plan shall be 
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reasonable, actuarially sound, and exempt from tax under Section 165 
(i.e., for the exclusive benefit of employees). 

Reasonable payments made directly to employees for pensions in 
regard to which no payment has been made to a pension trust shall be 
allowed as a deductible expense for the year in question. 

If contributions are made into a trust, in advance of the granting of 
the pensions, to take care of future pension payments, the following 
deductions may be taken: 

1. A reasonable amount representing the liability for the taxable year 
for future pension payments. 

2. One-tenth of the amount transferred or contributed (a) to cover 
pension liabilities of prior years or (b) to place the trust on a sound 
financial basis shall be allowed as a deduction for the taxable year and 
for each of the nine succeeding taxable years. 

If contributions are made under a plan which does not contemplate 
contributions to the trust in advance of granting the pensions, the 
following deductions are allowed: 

1. Amounts paid to the trust in the year which represent the present 
value of expected future payments in regard to pensions granted to 
employees during the taxable year. 

2, One-tenth of the amount transferred or paid to cover the present 
value of expected future payments in regard to pensions granted to 
employees retired prior to the taxable year or transfers or payments 
to place the trust on a sound financial basis shall be allowed for the 
current year and for each of the nine succeeding taxable years. 

The right to such deduction is recognized even when the trust is not 
perpetual, so long as the tmst is of such nature as to evidence the good 
faith of the employer actually to pay the amounts trusteed. 

If any portion of the funds revert to the possession, ownership, or 
control of the employer upon the termination of the trust or otherwise, 
such amount is income to the employer when it reverts, unless it is 
suitably retrusteed. 

Many decisions in addition to the regulations have supported the 
deductibility of contributions to a pension fund where it is a trust and 
a separate entity/® 

Compensation to Employees 

Compensation paid to employees for services performed has always 
been considered a deductible business expense for income tax purposes. 
Limitations made in the acts regarding compensation paid have been 
made not in opposition to the deduction of such legitimate compensation 
but rather to prevent the abuse of the deduction privilege by disguising 
other disbursements as compensation. 



Deduction Items 157 

Article 105 of Regulations 45 of 1918 specifies that: 

Among the ordinary and necessary expenses paid or incurred in carrying on 
any trade or business may be included a reasonable allowance for salaries or 
other compensation for personal services actually rendered. The test of de- 
ductibility in the case of compensation payments is whether they are reason- 
able and are in fact payments purely for services. This test and its practical 
application may be further stated and illustrated as follows: 

(1) Any amount paid in the form of compensation, but not in fact as the 
purchase price of services, is not deductible. 

This provision is followed in all of the succeeding years, with the 
exception of any items to be specifically mentioned. 

No general rules have been laid down, but the following items have 
been considered in court and Board of Tax Appeals cases as the basis 
for decisions regarding reasonableness and necessity of compensation 
payments: compensation paid by competitors to employees who perform 
like services; whether or not compensation is paid in proportion to stock 
held; time and manner of fixing the remuneration; ratio to the profits 
remaining after the compensation; that it is purely payment for services; 
form or method of payment is relatively unimportant; proper authoriza- 
tion for additional salaries; burden of proving reasonableness is on the 
taxpayer; character of work and amount of responsibility; ease or difiB- 
culty of the work; danger; working conditions; time required; ability 
required; education and training required; future prospects; past com- 
pensation; living conditions in the locality; profitableness of the services 
to the employer; competition for the job; closed or open corporation; 
and intent to avoid taxes.®® 

The burden of proof lies on the taxpayer but the Commissioner may 
not arbitrarily substitute his opinion for the judgment of the directors 
of the corporation.®^ 

Article 105 of 1918 goes on to state that dividends disguised as salaries 
shall not be deductible.®^ 

(a) An ostensible salary paid by a corporation may be a distribution of a 
dividend on stock. This is likely to occur in the case of a corporation having 
few shareholders, practically all of whom draw salaries. If in such a case the 
salaries are in excess of those ordinarily paid for similar services, and the ex- 
cessive payments correspond or bear a close relationship to the stockholdings 
of the oiBScers or employees, it would seem likely that the salaries are not paid 
wholly for services rendered, but that the excessive payments are a distribution 
of earnings upon the stock. 

Such payments are not deductible as salaries unless sufficient evidence 
is presented to prove that services were rendered and that the com- 
pensation paid is reasonable. Very many decisions, both favorable and 
unfavorable to the taxpayer, have been made solely upon the facts and 
evidence produced.®® 
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Article 105 of 1918 and its successors®^ add the following regarding 
compensation deductions and the restrictions applicable thereto; ‘'An 
ostensible salary may be in part payment for property. . . ” 

The mere fact that compensation is contingent on the occurrence of 
certain antecedent conditions does not render it any less deductible 
compensation. 

The form or method of fixing compensation is not decisive as to deductibility. 
While any form of contingent compensation invites scrutiny as a possible dis- 
tribution of earnings . . . , it does not follow that payments on a contingent 
basis are to be treated fundamentally on any basis different from that applying 
... at a flat rate. Generally speaking, if contingent compensation is paid pur- 
suant to a free bargain between the employer and the individual made before 
the services are rendered, not influenced by any consideration on the part of 
the employer other than that of securing on fair and advantageous terms the 
services of the individual, it should be allowed as a deduction even though in 
the actual working out of the contract it may prove to be greater than the 
amount which would ordinarily be paid. 

In any event the allowance for compensation paid may not exceed what is 
reasonable in all the circumstances. It is in general just to assume that reason- 
able and true compensation is only such amount as would ordinarily be paid 
for like services by like enterprises in like circumstances. The circumstances to 
be taken into consideration are those existing at the date when the contract for 
services was made, not those existing at the date when the contract is ques- 
tioned.®® 

Excessive compensation shall be treated as a dividend, a capital ex- 
penditure, or as anything else which it may be in fact.®^ 

In 1932, the Senate Finance Committee considered limiting the deduc- 
tion of salaries to $75,000 for payments made to any one person.®^ An 
arbitrary restriction such as this would have been undesirable; if manipu- 
lation is suspected in any case, it can be handled as a separate problem, 
without inserting inflexible provisions such as this into the law. However, 
the suggestion of the Senate Committee was eliminated by the Confer- 
ence Committee.®® 

Again in 1934, Congress considered and rejected an arbitrary limitation 
on the deduction of salaries. The proposal was made in order to raise 
more revenue, but no praise is to be accorded Congress for the rejection. 
The proposal was eliminated solely because it was not expected to result 
in additional revenue and not because the restriction was arbitrary and 
illogical. It appears that in 1934, the dominant idea was to raise revenue, 
however it might be done.®® 

The manner of making payment does not aflFect the deductibility of 
the compensation. In 1913, it was permissible to deduct commissions paid 
in stock, if charged on the books at the actual value of the stock.®® Similar 
provisions exist in the more recent acts, as well.®^ 

Where services are paid for with something other than money, the fair mar- 
ket value of the thing taken in payment is the amount to be included 
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Notes or other evidences of indebtedness received in payment for services^ 
and not merely as security for such payment, constitute income to the amount 
of their fair market value.®® 

Other means of payment for services which are includable as income 
to the recipient and deductible by the employer include; bonuses, com- 
missions, percentage of profits, and pensions or retiring allowances. How- 
ever, pensions or other payments made as gratuities are gifts and are not 
deductible.®* 

Payments made in other than cash present some difficulties of valuation. 
This is particularly true of compensation paid in stock. The income tax 
law specifies that the fair market value at the date of payment shall gov- 
ern.®® 

In general it may be said that amounts paid as a reward for services 
are deductible expenses; amounts paid as goodwill offerings or gifts are 
not deductible. Article 108, Regulations 65, of 1924 may be considered 
representative of the provisions which have appeared in all of the laws 
from 1913 to 1938, inclusive.®® 

Bonuses to employees wiU constitute allowable deductions from gross income 
when such payments are made in good faith and as additional compensation 
for the services actually rendered by the employees, provided such payments, 
when added to the stipulated salaries, do not exceed a reasonable compensa- 
tion for the services rendered. It is immaterial whether such bonuses are paid 
in cash or in kind. . . • Donations made to employees and others, which do not 
have in them the element of compensation or are in excess of reasonable com- 
pensation for services, are not deductible from gross income. 

In Van De Kamps Holland Dutch Bakers (2 BTA 1247, 1925) it was 
held that compensation in the form of a bonus has become a recognized 
form of salary payment used to retain the interest of the employee in 
the business without at the same time incurring any obligation in advance 
of the payment. The employee expects the bonus and considers it a part 
of his salary. Many decisions have been rendered upholding the deducti- 
bility of bonus payments.®^ 

Miscellaneous 

Other deductions allowable in full include legal expenses and entertain- 
ment expenditures made with the intent of promoting business. 

Legal expenses incurred in defense of criminal prosecution are not 
deductible in the absence of evidence that the act which gave rise to 
prosecution was in connection vrith the taxpayers business.®® Many cases 
have been decided both in favor of allowing and against allowing legal 
expenses; most of these decisions depended on the specific facts, however. 

A few decisions have disallow^ deductions of entertainment ex- 
penses,®® but these were decided unfavorably mainly on the facts pre- 
sented, rather than upon the disallowance of such expenses in general. 
I, T. 2135^® disallowed the cost of tickets bought to entertain a customer, 
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but this decision was reversed by the Board of Tax Appeals, and such 
items were allowed where they were a common trade practice There 
a great number of decisions supporting the deduction of such items/® 

Credits 

Provision has been made in the income tax acts for certain credits against 
the tax or against the net income, in lieu of deductions from gross income 
subject to tax. In some cases a choice of the two is given, but both are 
not allowed, of course. The allowance of a credit is recognition under 
the income tax law of the deductibility of a given item. They sometimes 
operate to make certain incomes partially or completely tax free. Credits 
against income, rather than against the tax, are roughly equivalent to 
deductions for normal tax computations. 

Credits Against Income 
and Excess-Profits Tax 

No MENTION was made in the 1913 and 1916 revenue acts about a credit 
for war and excess-profits tax, but, in 1917, Section 1211 stated: 

That in assessing income tax the net income embraced in the return shall 
also be credited with the amount of any excess profits tax . . . assessed for the 
same year. 

A similar provision was in the 1918^® and 192F^ acts but was not re- 
peated in 1924. 

Tax Free Minimum 

In 1918, a domestic corporation was entitled to $2,000 of tax-free income. 
This was accomplished by allowing a $2,000 credit against income.'^® The 
$2,000 credit was allowed in 1921 only if the net income was $25,000 or 
less, but an equalizing provision was included in the case of incomes 
slightly in excess of $25,000.'^® The credit was raised to $3,000 in 1928.'^^ 
The 1932 and succeeding acts contain no similar provision. 

Needless to say, from the standpoint of correct net income calcula- 
tion, a provision such as this can not be defended. Its defense lies within 
the realm of expediency and public policy. 

interest deceived on Certain Obligations 
o/ the United States 

The 1913, 1916, and 1917 acts carried no mention of credits of this nature, 
but those of 1918 and succeeding years’'® have all provided substantially 
that among allowable credits shall be; 

The amount received as interest upon obligations of the United States and 
bonds issued by the War Finance Corporation, which is included in gross in- 
come. ... 
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In 1924, the provision regarding the War Finance Corporation became 
outmoded and was dropped. 

In 1934, Sec. 26 added the provision that interest on obligations ‘bf 
corporations organized under Act of Congress " whose interest is exempt 
from the normal tax of individuals under the act creating such corpora- 
tion may be treated as a credit against income. 

The credit for this item is designed to reduce income subject to normal 
tax. Since corporations are not subject to surtaxes, this credit merely ac- 
complishes the complete exemption from tax of such interest received by 
corporations.'^^ 

Credit Against Tax 

Income, War Profits and Excess Profits Taxes 
Paid to a Foreign Government or 
United States Possession 

The acts of 1913, 1916, and 1917 were silent on the matter but that of 
1918®° stated: 

Sec. 238(a) That in the case of a domestic corporation the total taxes imposed 
for the taxable year by this title and by title III shall be credited with the 
amount of any income, war profits and excess profits taxes paid during the tax- 
able year to any foreign country, upon income derived from sources therein, or 
to any possession of the U.S. 

Under the then existing laws (1913, 1916, and 1917) a citizen could de- 
duct foreign taxes only from gross income to arrive at net income. The 
high rates and heavy burden demanded relief. The bill provided a credit 
against the tax imposed in the United States, of an amount equal to the 
tax paid in such country upon income received from sources within such 
country.®^ 

The 1921 act and succeeding laws®® were substantially the same except 
that they added: 

Provided, tliat the amount of the credit taken under this subdivision shall in 
no case exceed the same ;^roportion of the taxes, against which such credit is 
taken, which the taxpayer's net income (computed without deduction for any 
income, war-profits, and excess-profits, taxes imposed by any foreign country 
or possessions of the United States) from sources without the United States 
bears to its entire net income (computed without such deduction) for the same 
taxable year. 

Section 131(b)(1) of 1934 makes the limitation more strict: 

The amount of the credit in respect of the tax paid or accrued to any coun- 
try shall not exceed the same proportion of the tax against which such credit 
is taken, which the taxpayer s net income from sources within such country 
bears to his entire net income for the same taxable yearj . . . 

In 1924 and subsequent years, the following subsection was inserted: 

The credits provided for in subdivision (a) of this section may, at the option 
of the taxpayer and irrespective of the method of accounting employed in keep- 
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ing its books, be taken in the year in which the taxes of the foreign country or 
the possession of the United States accrued, subject to . . . subdivision (b) of 
this section. . . 

In 1934, the Ways and Means Subcommittee recommended the elimina- 
tion of Section 131 of the Revenue Act of 1932. It was felt that corpora- 
tions doing business abroad were being favored over those doing solely a 
domestic business, in as much as state income ! taxes are deductible only 
from gross income and not from the tax itself.^* The Ways and Means 
Committee agreed with its subcommittee but did not make the elimina- 
tion because the Treasury was anxious to avoid double taxation and to 
encourage foreign trade.*® 

DEDUCnmLE~NON-DEDUCTmiJS 

Life Insurance Premiums 
Ljfe insurance premiums paid 

on insurance on the life of an ofiScer, employee, or other individual financially 
interested in the taxpayer's business, for the purpose of protecting the taxpayer 
from loss in the event of the death of the person insured are not deductible 
from the taxpayer’s gross income.^® 

These items have been regarded in the nature of capital investments, and 
have been disallowed consistently by the income tax law.*’' 

If the corporation is not a beneficiary, it may deduct the premiums 
paid.*® After all, such payments are only additional compensation to the 
employee. 

This deductibility was not always permitted. Prior to Section 1211 of 
the 1917 Act, a corporation was not allowed to deduct such premiums 
paid, regardless of the identity of the beneficiary. 

Section 32 of the act of Sept. 8, 1916, specifically provides that premiums 
paid by corporations for insurance covering the lives of ofBcers, employees, or 
those financially interested in the trade or business of such corporation, shall 
not be deducted from the gross income of the corporations paying the same. 
This provision is held to apply to all forms of life insurance, the premiums upon 
which the corporations may pay, whether or not the corporations are the 
beneficiaries of the insurance policies upon the death of the insured, and all 
rules and regulations in conflict with this article are hereby revoked,®® 

Since 1917 the deductibility of premiums paid by a non-beneficiary 
corporation have been upheld by the Bureau*® and the courts.*^ 
Workmens compensation insurance premiiuns fall within the general 
rales laid down and are deductible expenses.®^ 

An interesting case was settled in 1939. A dealer in securities took out 
insurance on the life of the President of the United States.®* The taxpayer 
claimed that the premiums were an ordinary and necessary expense in- 
curred to hedge against a possible' future loss which would result were 
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the President to die. The Commissioner and the Board of Tax Appeals 
both disallowed this and held that it was uniqne, not ordinary or neces- 
sary. It is interesting to note also that one member of the Board dissented 
from this decision. 

Additions to a reserve for self-insurance, even though equal to the 
estimated premium payable to a life insurance company, are not deducti- 
ble.®^ There is some doubt that such disallowance is justified, however.®® 

Whether the premiums are deductible or not, tire proceeds of such 
policies paid upon the death of the insured generally may be excluded 
from gross income. However, it might be better to allow such premiums 
to be deducted invariably and to tax the proceeds. 

Contributions 

Contributions of any sort are deductible if they are ordinary and neces- 
sary business expenses. There has been a very definite change in recent 
years in income tax policy in regard to "contributions made to religious, 
charitable, scientific, or educational corporations."’ 

The Regulations from 1913 to 1934®® inclusive have been substantially 
similar and have specified the following: 

1. Corporations may not deduct purely religious, charitable, scientific, 
or educational contributions. 

2. Donations by corporations for purposes connected with the operation 
of business, when limited to charitable institutions, hospitals, and edu- 
cational institutions conducted for employees or their dependents, are 
deductible as ordinary and necessary business expenses. 

3. Donations which legitimately represent a consideration for a benefit 
flowing directly to the corporation as an incident of its business are al- 
lowable deductions. They must bear a relationship to the business and 
be made with the reasonable expectation of a return commensurate with 
the amount of the donation. Outlays and the benefits to be reasonably 
expected must balance; the interests of the business must be advanced.®’' 

4. An example of an allowable deduction is a donation by a street rail- 
way company made to bring a convention to a city. 

5. Expenses incurred in the advertisement and promotion of liberty 
bonds and war savings stamps over the corporation name are deductible. 

6. Lobbying, propaganda, non-trade advertising, and campaign con- 
tributions are not deductible. 

Most contributions made by corporations are, in reality, made to benefit 
business. Since the reduction of tax is never as great as the contribution 
disbursement, it is usually safe to assume that the corporation expects 
to obtain certain other benefits. Seldom are such corporation donations 
made in the interests of pure charity. 

This realistic interpretation of motive has not been followed in tax 
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decisions, however. Although the balancing of contributions against ex- 
pected benefits is a matter for managerial judgment and not for second- 
guessing by the tax administrators, the Board of Tax Appeals has not 
taken this view. It held®® that a corporation should be given much lati- 
tude in regard to its expenditures but that the Commissioner has the 
right to review and disallow unreasonable reductions of profits; each 
case must be decided on its particular facts. 

The application of the law of deductible contributions has been ex- 
tremely inconsistent and arbitrary.®® This inconsistency is found in deci- 
sions of the Commissioner, the courts, and the Board of Tax Appeals. 

Donations to a city,^®® contributions not justified as business expenses,^®^ 
donations to obtain an army camp,^®® contributions to a civic fund for 
welfare purposes,^®® contributions for a public hospital, and contribu- 
tions to maintain roads into town^®® have all been disallowed. 

Dues to trade associations,^®® cost of advertising liberty bonds, dona- 
tions for an army camp,^®® contributions for promoting railroad legisla- 
tion,^®® contributions to repair a church,^^® donations to a public school 
district in which most of the pupils were employees" children, expenses 
of welfare work for employees, contributions to the American Protec- 
tive Tariff League and the League of Industrial Rights, contributions to 
a chamber of commerce, contributions made to boom a town, and 
other contributions in the nature of business expenses, have all been 
held deductible. 

No safe generalization may be made regarding the deductibility of 
particular items. In some cases, contributions were not allowed unless the 
business benefits were immediate and direct; in others, very indirect 
benefits were considered sufficient justification for allowing deduction. 

Inconsistency can be found between decisions in cases in which the 
facts were the same or substantially so. A few of the more outstanding 
contradictory cases are the following. 

A hotel company^^^ made contributions to obtain an army camp in 
the neighborhood and also to improve roads into town. Both were in- 
tended to aid business, yet the road contribution was disallowed. 

The Anniston army camp case is a very good example of inconsistency. 
Several business concerns contributed to bring an army camp to town 
in order to improve business. A deduction was allowed a real estate 
dealer, ^^® but contributions by others were disallowed.^^® 

In another case, five items were allowed and thirteen disallowed, al- 
though they all were quite similar in character.^®® 

Several contributions affecting legislation were allowed, in spite of the 
fact that the regulations specifically disallow such items.^®^ 

In one unusual decision, it was held that a contribution was of lasting 
benefit to the business, a capital expenditure, and, therefore, non-deducti- 

hh.^ 
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The attitude of the Board is well-expressed in its own words: 

While the contributions may have been business expense in a business and 
accounting sense, it is our opinion that they do not fall within the classification 
"ordinary and necessary expenses” as that phrase is used in Section 234 of the 

Revenue Act of 1918.^23 

It is important to notice that the courts reversed the above Board 
decision.^^^ 

Charitable and similar contributions have been allowed specifically to 
individuals^^® for some time, but until 1935 were not allowed to corpora- 
tions unless they were proven business expenses.^^® 

Section 23 of the Revenue Act of 1934 was amended in 1935, as fol- 
lows: 

In the case of a corporation, contributions or gifts made within the taxable 
year to or for the use of a domestic corporation, or domestic trust, or domestic 
community chest, fund, or foundation, organized and operated exclusively for 
religious, charitable, scientific, literary, or educational purposes or for the pre- 
vention of cruelty to children (but in the case of contributions or gifts to a 
trust, chest, fund, or foundation, only if such contributions or gifts are to be 
used within the United States exclusively for such purposes), no part of the net 
earnings of which inures to the benefit of any private shareholder or individual, 
and no substantial part of the activities of which is carrying on propaganda, or 
otherwise attempting to influence legislation; to an amount which does not ex- 
ceed 5 per centum of the taxpayers net income as computed without the benefit 
of this subsection. Such contributions or gifts shall be allowable as deductions 
only if verified. . . 

Up to this time, a contribution was deductible only if it was an ordinary 
and necessary business expense. Out-and-out charitable contributions 
were completely disallowed. The change in 1935 still permitted one hun- 
dred percent of contributions to be deducted if they qualified as business 
expenses. The 1935 provision was more liberal than its predecessors only 
in the case of non-business contributions; they were permitted up to an 
amount not to exceed five percent of the corporation s net income com- 
puted without regard to this subsection. In short, the change in 1935 
gave the corporation a deduction it had never had available to it before. 

The reason for the change is readily found. Public charity was bearing 
heavily on the taxpayers, and help from private charity was urgently 
needed.^^® It is difficult to understand why the Government has ever hesi- 
tated to allow such deductions, so long as they are made to recognized 
agencies.^2^ A contribution of a charitable nature represents the equiva- 
lent of a tax payment used for charity. 

If the corporation were not to so contribute, its increased tax on the 
enlarged net income figure would yield only a part of the amount of the 
contribution for use in public relief work. 

It is interesting to notice that when a similar amendment was pro- 
posed in 1921, a five percent limitation was suggested, but was eliminated 
on the floor of the Senate. 
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The 1935 provision remained unchanged in 1936^^° and 1938/^^ but a 
new subsection^®® was added in 1938 which stated: 

No deduction shal be allowable under paragraph (1) to a corporation for 
any contribution or gift which would be allowable as a deduction under sub- 
section (q) were it not for the 5 per centum limitation therein contained and 
for the requirement therein that payment must be made within the taxable 
year. 

There has been some question as to the meaning of this subsection. 
Does it mean that if an expenditure can be classified as both a business 
expense and as a charitable contribution, within the meaning of Section 
23(q), that its nature as a business expense must be ignored and that it 
will be entirely subject to the five percent limitation? Or does it intend 
merely to carry forward the old full deductibility of contributions in the 
nature of business expenses and in addition to allow pure non-business 
contributions within die five percent limit? 

The Ways and Means Subcommittee apparently favored the restriction 
of the deduction of any contribution whdch could qualify under Section 
23(q) to the 5 percent limitation, even though it might also be a business 
expense,^®® The full Ways and Means Committee, however, reported: 

The limitations of Section 23(a) (2) apply only to payments which are con- 
tributions or gifts. A deduction is not to be disallowed under Section 23(a) (2) 
of die bill merely because the recipient of amounts received from the corpora- 
tion is a so-called charitable organization within the meaning of Section 23(q), 
as, for example, in the case of a payment by a mining company to a local hos- 
pital in consideration of an obligation assumed by the hospital to provide . . . 
for the employees of the company ,^34 

The latter appears to be the more desirable construction to be placed on 
the new provision, although there is no certainty that such is actually the 
case. 

Regulation 101, 1928 appears to favor the liberal interpretation: 

No deduction is allowable imder section 23(a) for a contribution or gift by 
a corporation if any part thereof is deductible under section 23(q). Thus, for 
example, if a corporation makes a contribution of $5,000, only $4,000 of which 
is deductible under section 23(q) (whether because of the 5 percent limitation 
or requirement of actual payment, or both), no deduction is allowable under 
section 23(a) for the remaining $1,000. 

The limitations provided in paragraph (2) of section 23(a) and in this article 
apply only to payments which are in fact contributions or gifts to organizations 
described in section 23(q), For example, payments by a street railway corpora- 
tion to a local hospital (which is a charitable organization within the meaning 
of section 23(q)) in consideration of a binding obligation on the part of the 
hospital to provide hospital services and facilities for the corporation s employees 
are not contributions or gifts within the meaning of section 23(q) and may be 
deductible under section 23(a) if the requirements of that section are otherwise 
satisfied,^®® 
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One authority"^® on income tax matters has stated that this provision in 
1938 is a departure from the 1936 rule. He states that under the 1936 
act if a corporation can prove its contribution is an ordinary and necessary 
business expense, it may deduct the amount in full. His opinion is that 
under the 1938 act the five percent limitation applies to all charitable 
contributions, even though they may be business expenses. 

A further limitation is made to the effect that the deduction may be 
taken only in the year paid and not in the year of the pledge.^^^ This 
restriction violates the accrual basis of income determination. 

The law could be improved further if contributions were allowed to 
be deducted in full. They can be justified as business expenses or as con- 
tributions, the deduction of which furthers public welfare. 

Interest 

The income tax conforms quite closely with accepted accounting thought 
regarding the proper treatment of interest. This situation has not always 
existed, however. 

The deductibility of interest was recognized in the act of 1894, but 
only after the Senate forced through an amendment making interest 
deductible. Recognition of such deduction was not complete however. 
Interest was only partly deductible in 1913, and the law was upheld by 
a Supreme Court decision.^^® 

The interest section of the 1913 act stated: 

, . . the amount of interest accrued and paid within the year on its indebted- 
ness to an amount of such indebtedness not exceedmg one-half of the sum of its 
interest bearing indebtedness and its paid-up capital stock outstanding at the 
close of the year, or if no capital stock, the amount of interest paid within the 
year on an amount of its indebtedness not exceedmg the amount of capital 
employed in the business at the close of the year; . . 

The 1916 act and the 1917 act^^^ were substantially the same in their 
limitation on interest deductions; it is interesting to notice that under the 
laws of 1913 and 1916 all interest paid by individuals was deductible. 
The acts subsequent to 1917 no longer restricted interest to a designated 
portion of invested capital. This limitation was probably designed to 
legislate against corporations with nominal amounts of capital stock. 
Those who form corporations with limited amounts of capital stock could 
gain the benefit of interest deductions if they were to take most of their 
securities in the form of bonds. Their chief gain would be to allow to the 
corporation the privilege of interest paid deductions, which deduction is 
denied for dividend payments. The government, in this limitation, was 
attempting to prevent the juggling of the capitalization by corporations 
to manipulate their deductions.^*^ 

It would appear that this is a recognition of the fact that all equities 



168 The Taxation of Corporate Income 

are basically alike and that interest and dividends are similar. Perhaps, 
both interest and dividends should be completely deductible or com- 
pletely non-deduetible, hut it is difiicult to see why either should be par- 
tially deductible or why one should be allowed while the other is dis- 
allowed.^^® 

It is interesting to notice also that under the 1913 and 1917 acts, interest 
was stated to be deductible only if accrued and paid within the taxable 
year.^^^ In the 1918 law and its successors, payment was not stated as 
necessary so long as interest was paid or accrued within the year.^*^^ 

Although the 1916-1917 acts apparently refused deduction to accrued 
interest not paid within the taxable year, the regulations of those years 
permitted accrued interest to be deducted if properly entered on the 
books.^^® 

It has been held satisfactorily in many decisions that the accrual basis 
for deducting interest is proper.^"^® The time for deducting interest is the 
period within which the liability accrues, regardless of when payment is 
actually made.^^*^ 

Discounts and premiums on bonds payable are adjustments to interest 
and should be amortized by taxpayers on the accrual basis of account- 
ing,^^^ 

A further limitation was introduced in 1917,^^® and it has been con- 
tinued in the succeeding acts.^®® Interest on indebtedness incurred for 
the purchase or carrying of obligations the interest upon which is exempt 
from taxation as income is not deductible. A provision such as this is 
quite fair, but the law would be improved if the income were taxed and 
the deductions were allowed. 

The 1918 and subsequent acts^^'^^ were a bit more liberal than that of 
1917. They permitted interest paid to be deducted even though incurred 
to purchase certain tax-free interest bearing securities. This exception 
was limited, however, to obligations of the United States issued after 
September 24, 1917, because they are not wholly tax-exempt. Very ob- 
viously, this was permitted in order to aid in the prosecution of the 
War. A later restriction^®^ was introduced to the eiffect that such exemp- 
tion would be allowed only to the original subscribers of 31 per cent 
Victory Notes, but the exemption relating to other issues after September 
24, 1917, was not restricted to original subscribers. 

The House bill in 1918 proposed to eliminate the restriction regarding 
non-deductibility of interest paid to acquire tax-free obligations, but the 
Senate restored it.^®® 

In 1932/®^ interest mn indebtedness incurred or continued in connec- 
tion with the purchasing or carrying of an annuity"' was declared non- 
deductible. 

The theory for not allowing the deduction in regard to annuities was 
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that since the annuitant was not required to report annuity payments re- 
ceived as income (until they exceeded capital invested) he ought not to 
be allowed to deduct interest incurred to carry such annuities. 

Under the 1934 bilh the annuitant was required to include as income a 
certain part of the annuity payment received each year as interest income; 
hence, the reason for denying an interest expense deduction no longer 
existed. The Senate Finance Committee then succeeded in having such 
provision eliminated from the 1934 act^^® and subsequent acts. 

Interest not paid but merely calculated on the capital invested is not 
considered an accounting expense.^®® The idea of interest on capital as 
an element of cost is an economic concept rather than an accounting con- 
cept. Those who favor considering interest as a cost maintain that before 
profit is computed as a reward for risk-taking all rewards to the other 
factors in production (including the enterpriser as a capital contributor) 
must be deducted. There is much to be said for this point of view, even 
in accounting and tax matters. It is related to some extent with the proper 
treatment of interest and dividends paid.^®*^ 

The accounting idea of cost or expense includes outlays made to others 
than the owners of the business. Under conditions found in modern open 
corporations, it is not certain that disbursements made to shareholders 
are different from those made to other creditors.^®® It might be possible 
to disallow interest on capital only to the extent that that capital repre- 
sents accumulated earnings. 

The income tax has quite closely followed general accounting thought 
in excluding interest on own investment from the income calculation. 
The 1916-1917 regulations were; 

Interest calculated as being a charge against income on account of capital or 
surplus invested in the business but which does not represent a payment of an 
interest-bearing obligation, is not an allowable deduction from gross income, 
that is to say, the interest which the money would earn if otherwise invested is 
not a deductible charge against income.^®® 

Substantially the same provision has been included in the regulations 
for all subsequent years.^®® 

Interest paid by a corporation on scrip dividends is an allowable deduction. 
So-called interest on preferred stock which is in reality a dividend thereon, can 
not be deducted in arriving at net income.^®^ 

AU sums paid within the year for taxes imposed under the authority of the 
United States or of any State or Territory thereof, or imposed by the govern- 
ment of any foreign country, are deductible from gross income^^^ 

A provision such as this has always been included in the law since its 
enactment in 1913; in fact a similar section was provided in the act of 
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are basically alike and that interest and dividends are similar. Perhaps, 
both interest and dividends should be completely deductible or com- 
pletely non-deductible, but it is difficult to see ’svhy either should be par- 
tially deductible or why one should be allowed while the otlier is dis- 
allowed.^^^ 

It is interesting to notice also that under the 1913 and 1917 acts, interest 
was stated to be deductible only if accrued and paid within the taxable 
yeard^® In the 1918 law and its successors, payment was not stated as 
necessary so long as interest was paid or accrued within the year.^^^ 

Although the 1916-1917 acts apparently refused deduction to accrued 
interest not paid within the taxable year, the regulations of those years 
permitted accrued interest to be deducted if properly entered on the 
books.^^® 

It has been held satisfactorily in many decisions that the accrual basis 
for deducting interest is proper.^'^® The time for deducting interest is the 
period within which the liability accrues, regardless of when payment is 
actually made.^^^ 

Discounts and premiums on bonds payable are adjustments to interest 
and should be amortized by taxpayers on the accrual basis of account- 
ing.^^® 

A further limitation was introduced in 1917,^”^® and it has been con- 
tinued in the succeeding acts,^®® Interest on indebtedness incurred for 
the purchase or carrying of obligations the interest upon which is exempt 
from taxation as income is not deductible. A provision such as this is 
quite fair, but the law would be improved if the income were taxed and 
the deductions were allowed. 

The 1918 and subsequent acts’®^ were a bit more liberal than that of 
1917. They pennitted interest paid to be deducted even though incurred 
to purchase certain tax-free interest bearing securities. This exception 
was limited, however, to obligations of the United States issued after 
September 24, 1917, because they are not wholly tax-exempt. Very ob- 
viously, this was permitted in order to aid in the prosecution of the 
War. A later restriction^®® was introduced to the effect that such exemp- 
tion would be allowed only to the original subscribers of SI per cent 
Victory Notes, but the exemption relating to other issues after September 
24, 1917, was not restricted to original subscribers. 

The House bill in 1918 proposed to eliminate the restriction regarding 
non-deductibility of interest paid to acquire tax-free obligations, but the 
Senate restored it.^®® 

In 1932,^®^ interest ""on indebtedness incurred or continued in connec- 
tion with the purchasing or carrying of an annuity'* was declared non- 
deductible. 

The theory for not allowing the deduction in regard to anhuities was 
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that since the annuitant was not required to report annuity payments re- . 
ceived as income (until they exceeded capital invested) he ought not to 
be allowed to deduct interest incurred to carry such annuities. 

Under the 1934 bill, the annuitant was required to include as income a 
certain part of the annuity payment received each year as interest income; 
hence, the reason for denying an interest expense deduction no longer 
existed. The Senate Finance Committee then succeeded in having such 
provision eliminated from the 1934 act^^® and subsequent acts. 

Interest not paid but merely calculated on the capital invested is not 
considered an accounting expensed^® The idea of interest on capital as 
an element of cost is an economic concept rather than an accounting con- 
cept. Those who favor considering interest as a cost maintain that before 
profit is computed as a reward for risk-taking all rewards to the other 
factors in production (including the enterpriser as a capital contributor) 
must be deducted. There is much to be said for this point of view, even 
in accounting and tax matters. It is related to some extent with the proper 
treatment of interest and dividends paid.^^^ 

The accounting idea of cost or expense includes outlays made to others 
than the owners of the business. Under conditions found in modern open 
corporations, it is not certain that disbursements made to shareholders 
are diflFerent from those made to other creditors.^®® It might be possible 
to disallow interest on capital only to the extent that that capital repre- 
sents accumulated earnings. 

The income tax has quite closely followed general accounting thought 
in excluding interest on own investment from the income calculation. 
The 1916-1917 regulations were; 

Interest calculated as being a charge against income on account of capital or 
surplus invested in the business but which does not represent a payment of an 
interest-bearing obligation, is not an allowable deduction from gross income, 
that is to say, the interest which the money would earn if otherwise invested is 
not a deductible charge against income.^®® 

Substantially the same provision has been included in the regulations 
for all subsequent yearsd®° 

Interest paid by a corporation on scrip dividends is an allowable deduction. 
So-called interest on preferred stock which is in reality a dividend thereon, can 
not be deducted in arriving at net income.^®^ 

r: ',T.mxes 

Ml sums paid within the year for taxes imposed under the authority of the 
United States or of any State or Territory thereof^ or imposed by the govern- 
ment of any foreign country^ are deductible from gross income.^^^ 

A provision such as this has always been included in the law since its 
enactment in 1913; in fact a similar section was provided in the act of 
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1894* The restrictive wording of this article was clarified a bit later, to 
include taxes paid to possessions of the United States and to local sub- 
divisions of the several states.^®^ 

This general statement would be ideal to cover all taxes, with the 
possible exception of local improvement assessments; but some particular 
types of taxes have been declared non-deductible* 

In 1913, the regulations stated that 

taxes paid by a corporation pursuant to a contract guaranteeing that the interest 
payable on its bonds or other indebtedness shall be free from taxation are not 
deductible,^®^ 

This provision is difficult to justify. The later regulations, including those 
of 1938,^®® 'provide as follo^^ 

Amounts paid to States imder secured debts law in order to render securities 
tax-exempt are deductible. 

Auto license fees are ordinarily considered taxes and are deductible as 
business expenses.^®^ This Treasury regulation has been found in the law 
from the earliest years and is in complete accord with accounting and 
business practice. 

Federal duties, excise, business, license, privilege, stamp, and other 
such taxes are all deductible as taxes, provided that they are not included 
in the cost of merchandise. If they are so included, they may be inven- 
toried or included in the deduction for cost of goods sold, as the situation 
requires/®’' Again, this treatment has been used consistently in the in- 
come tax and agrees with accounting and business procedure. 

Postage is not considered as a tax and may not be deducted as such;^®® 
however, it is a deductible business expense to be handled under a differ- 
ent caption. The effect on net income, of course, is not changed whether 
it is called a tax or other type of expense. 

Contributions to state unemployment compensation funds are deduct- 
ible in fuU by the employer to the extent that the contributions are those 
of the employer.^®® Amounts retained from employees' wages and con- 
tributed by the employer are not deductible by the employer, of course. 
If the employer pays the employees' share in addition to the employer s 
share, the full amount is deductible by the employer; it can be justified 
either as a tax or as an additional compensation to the employee.^^® 

A true state sales tax is one which is levied on the customer; it is de- 
ductible by the customer only. A retailers' business tax is levied on the 
right to do business and is deductible only by the vendor. Whether or not 
the tax is deductible by one or the other depends on me way in which 
the state law has been drawn 

Income, war-profits, and excess-profits taxes of territories and posses- 
sions of the United States and of foreign countries are deductible from 
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gross income, provided a credit against the Federal income tax has not 
already been allowed to cover such items. In other words, a deduction or 
a credit, within certain limits, may be taken, but not both. 

This provision has been in the acts of all the years^^^ and is acceptable 
to businessmen and accountants. It does not apply to United States 
income, war-profits, or excess-profits taxes, however, except as stated 
below. 

United States income, war-profits, and excess-profits taxes are not 
deductible; such taxes are deductible, however, if paid to territories or 
possessions of the United States or if paid to foreign countries. 

The 1918^^® and 1916 acts did not exclude such taxes from deduction; 
it was not until the latter part of 1916 and the passage of the amended 
War Income Tax Law of 1917 that Federal income, excess-profits, and 
war-profits taxes were not allowed as deductions. All of the laws and 
regulations since 1917 have prohibited such deductions.’^’^'^ 

The 1936^^® act permitted the deduction of the excess-profit tax levied 
per Section 106 of the 1935 act, and the 1938 law^^^ permitted the deduc- 
tion of the excess-profits tax levied per Section 106 of 1935 or Section 602 
of 1938. This slight modification was designed to eliminate complica- 
tions in computation,^^’' 

The change brought about in 1917 was probably induced by the desire 
to obtain added revenue for war use. 

There appears to be no agreement among writers as to the nature of 
an income tax.^’^® Some feel that it is an expense; others consider it is a 
distribution of profit, in the nature of a dividend paid to the government 

When the matter was discussed in 1917, Senator Jones of New Mexico 
advocated treating the Federal income tax as a distribution of profit. He 
said: 

The tax of the Federal Government is not a part of the expense of business 
in accumulating the income the same as other taxes, but it is a part of the 
income itself, and is not an item which can properly be charged to expense, 
because we are supposed to take a part of the thing which was accumulated 
at the end of the business year.^^® 

Why should the income tax be considered a division of profits just 
because it is measured by income? It is not essentially different from any 
other tax except in the manner of calculation. If it is a division of profits, 
why should not the share granted to the government be computed accord- 
ing to the dividend laws used in distributions to shareholders? The share 
of the government is an involuntary, arbitrary levy and should be treated 
as such. An interesting question would be raised if the income tax were 
reworded to make it a tax on doing business, as was the case in an earlier 
year.’^®® Would it then qualify as a deductible excise tax? Can a mere 
change in words alter its essential nature? 
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Opposing Senator Jones in the 1917 discussion was Senator Me- 

. . . it is clear that the purpose of the law was that the tax should be paid 
upon net income. Every dollar that was paid out in a given year for taxes, 
the same as every dollar that was paid out that year for labor or clerk hire 
or for interest or for any other purpose pertinent to the business, was de- 
ducted from the gross income. Necessarily that which a man must pay in cash 
during any year must be deducted from that which he receives in any year 
in order to determine what he has made that year. Now, we have proceeded 
upon that theory in the law of 1913 and the law of 1916, For some unac- 
countable reason . . . the Commissioner has made a difference between taxes 
paid to the Government and taxes paid to a State or Municipality, 

There is no more reason for exempting from the deduction taxes paid to the 
United States than there would be for excepting any other taxes. They are 
part of the expenses paid by the taxpayer, no matter to whom paid. 

But those who support this proposition say that the taxes paid this year 
are taxes levied on last year’s earnings, and therefore ought not to be de- 
ducted from this year’s profits. That was the only reason given. That assertion 
falls the moment you apply to it the test of reason. ... It is a part of the 
1917 expenses. You are not allowed to deduct, during one calendar year, what 
you may think you will have to pay the next calendar year. 

A letter by Carmen Blough answering many inquiries regarding the 
method of handling Federal income and excess-profits taxes in financial 
statements for the Securities and Exchange Commission indicated his 
concept of such taxes apparently as an expense rather than as a distri- 
bution of income. His words were: 

In my opinion, provision should be made in the profit and loss or income 
statements for each of these taxes, whether the period covered by such state- 
ments is a full year or only a part thereof. 

The sections of the acts and the articles of the regulations for all of 
the years of 1913 to 1938 inclusive^®® have provided that local benefit 
assessments of a type tending to increase the value of the property assessed 
are capital expenditures and are not deductible. The regulation for 1921 
is representative: 

So-called taxes, more properly assessments, paid for local benefits, such 
as street, sidewalk, and other like improvements, imposed because of and 
measured by some benefit inuring directly to the property against which the 
assessment is levied, do not constitute an allowable deduction from gross 
income. A tax is considered assessed against local benefits when the property 
subject to the tax is limited to property benefited. Special assessments are not 
deductible, even though an incidental benefit may inure to the public wel- 
fare. The taxes deductible are those levied for the general public welfare by 
the proper taxing authorities at a like rate against all property in the territory 
over which such authorities have jurisdiction. . . , When assessments are made 
for the purpose of maintenance or repair of local benefits, the taxpayer may 
deduct the assessments paid as an expense incurred in business, if the payment 
of such assessments is necessary to the conduct of his business. When the 
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assessments are made for the purpose of constructing local benefits, the pay- 
ments by the taxpayer are in the nature of capital expenditures and are not 
deductible . . . 

This provision meets with the approval of the Board of Tax Appeals^®^ 
and of accountants. 

In 1924 and 1926 only the regulations included the following: 

The gift tax imposed by section 319 of the statute is deductible from the 
gross income of the donor 

It is doubtful if the matter of gift faxes is important to corporations. 
They usually are not considered able to make outright gifts of their 
assets. Their contributions usually classify as deductible business expenses 
or charitable constributions. 

Taxes are deductible as such only by the 'person upon whom they are im~ 
posed?-^^ Thus the taxes imposed by section 600 of the act upon sales by the 
manufacturer are not deductible by the individual purchaser, even though such 
taxes are actually billed to him as separate items. 

This provision appeared in 1924 and has been continued to the present.^®® 
The above regulations appear to be fair, but other articles and sections 
are apparently in contradiction. In 1924 and 1926, the regulations stated: 

In computing the net income of an individual no deduction is allowed for 
the taxes imposed upon his interest as shareholder of a bank or other cor- 
poration, which are paid by the corporation without reimbursement from the 
taxpayer. The amount so paid should not be included in the income of the 
shareholder.^®® 

And in the acts of 1928 to 1938 inclusive,^®® the following was supplied; 

The deduction for taxes allowed by subsection (c) shall be allowed for the 
taxes imposed upon his interest as shareholder of a bank or other corporation, 
which are paid by the corporation without reimbursement from the share- 
holder, but in such cases no deduction shall be allowed the shareholder for 
the amount of such taxes. 

A provision which allows a corporate taxpayer to deduct expenses not 
its own is just as reprehensible as one which prevents the taxpayer from 
taking all of the deductions he should take to reduce gross income to the 
proper figure. 

From a theoretically correct point of view, taxes should be accrued and 
matched against the income with which they are related. 

The law and Regulations in 1913, 1916, and 1917 denied the right to 
deduct a reserve for taxes.^®^ Article 153 of Regulations 33 of 1913 stated: 

Reserves for taxes can not be allowed as the law specifically provides that 
only such sums as are paid within the year for taxes shall be deducted. 

And article 158 of the same year said; 

Deductions for taxes, however, should be the aggregate of the amounts 
actually paid, as shown on the cash book of the corporation. 
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In 1918 and sticcedmg' years,^®^ the law has provided that taxes "paid 
or accrued'^ may be deducted. 

In 1930, the Supreme Court held that a tax accrues (under the 1918 
act) and is deductible when it becomes a liability of the taxpayer. 

In United States u. Anderson (269 U.S. 422, 1926), the Supreme Court 
upheld the deductibility of accrued taxes. 

In a technical legal sense it may be argued that a tax does not accrue until 
it has been assessed and become due; but it is also true that in advance of 
the assessment of a tax, all the events may occur which fix the amount of the 
tax and determine the liability of the taxpayer to pay it. 

.Emphasis on due date as the time for deduction is also found in other 
decisions.^®^ Several rules have been laid down regarding the date when 
a tax becomes due. City and state real estate taxes in Louisiana were held 
a lien on property only after the assessment roUs are filed. The tax lien 
thus attached in the year of the assessment rather than in the year for 
which the taxes were assessed.^®® ^ 

Earlier rules of the Treasury Department fixed the time of the accrual 
of state property taxes as the date when the tax roll was turned over to 
the collection oflScer, but these decisions were revoked in 1929,^®® and 
taxes were said to accrue on the date on which, per state law, the owner- 
ship of the property creates a liability on the part of the owner for the 
taxes levied. A similar rule provided that ownership of property on the 
date of assessment creates a liability for taxes.^®^ 

These latter rules are more satisfactory than those which set the due 
date of taxes as the date on which rolls are collected. It would be better 
if it were made more clear that taxes are an expense of the year for which 
levied and should be accrued for that year. The date of assessment for 
collection does not really fix the time of the tax. It is true that the amount 
of the tax is not known until assessment has been made, but the exact 
amount of the tax is not necessary for accrual purposes.^®® 

The nature of accruals appears to be better understood in several cases 
involving the deductibility of taxes when property is sold before the date 
of tax payment. It has been held that if property if transferred after the 
accrual date of taxes, the purchaser may not deduct them although he 
pays the taxes; they are an additional cost of the property purchased.^®® 
This appears to be correct. The purchase price is usually reduced by the 
amount of accrued taxes to be assumed by a purchaser. 

Non-Deductibije 

Capital Expenditares^^^ 

A CAPITAL expenditure is one which is made to acquire commodities or 
services to be used in the production of income in more than one period 
of time. Periodicity, therefore, is the cause for maintaining a differentiation 
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between capital and revenue expenditures.^®^ The latter are those made 
for services or commodities which expire in the period in which the 
expenditure is made. 

A suitable ‘matching"' procedure requires that expenditures made for 
the future be treated as deferred charges to be applied against gross 
income of the future. Such items should not be deducted when the ex- 
penditure is made. 

The income tax law has granted recognition to the necessity for treating 
capital expenditures as non-deductible items. The deductibility of some 
is allowed in future periods.^®^ So-called capital expenditures include 
prepaid or deferred items as well as fixed assets. They are all similar in 
nature. 

As early as 1913, the act provided 

that no deduction be allowed for an amount paid out for new buildings, perma- 
nent improvements, or betterments, made to increase the value of any prop- 
erty or estate.^®® 

The same provision is found in the 1916 and 1917 laws, but the words 

and no deduction shall be made for any amount of expense of restoring prop- 
erty or making good the exhaustion thereof, for wliich an allowance is or has 
been made, 

were added.®®* This provision has been repeated in all of the subsequent 
laws.®®® 

The regulations of the Connnissioner of Internal Revenue have been 
in harmony with the law. In 1913, the regulations stated: 

Amoimts expended in additions and betterments which constitute an increase 
in capital investment are not a proper deduction;®®® 

and in 1916 there was added: 

but such expenditures when capitalized may be extinguished through annual 
depreciation deductions which latter deductions will be computed upon the 
basis of the cost and probable life of the property.'®®^ 

In addition to granting recognition to the non-deductibility of capital 
expenditures, the regulations clarify the law by enumerating certain items 
which are considered capital rather than revenue expenditures. 

Ordinary repairs are revenue charges and not capital expenditures.®®® 

Incidental repairs which neither add to the value of the properly nor 
appreciably prolong its life, but keep it in an operating condition, may be 
deducted as expenses.®®® 

Organization and reorganization expenditures are capital items and are 
not deductible, although the Bureau, in the interests of expediency, over- 
looks this in tie case of very small items which have no appreciable effect 
on the income figure. 

Article 582, Regulations 69, of ffie 1926 act is typical of the attitude of 
the Bureau, even before 1926.®^® 
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Expenses of the organization of a corporation, such as incorporation fees, 
attorney sV and accountants" charges, are ordinarily capital expenditures, but 
where such expenditures are limited to purely incidental expenses, a taxpayer 
may charge such items against income in the year in which they are in- 
curred. A holding company which guarantees dividends ... of a subsidiary 
. . . for . . . securing new capital . . . and increasing the value of its stock 
holdings . . . may not deduct amounts paid in carrying out this guarantee 
... but such payments may be added to the cost of its stock in the subsidiary. 

The disallowance of an immediate deduction for organization expense 
is sanctioned by accounting practice and theory.®^^ A Treasury Decision 
and its supporting Board of Tax Appeals and court opinions to the effect 
that organization expenditures are never deductible is not in accord with 
accounting thought, however. Treasury Decision 2499^^^ held that organi- 
zation expenses are capital expenditures but that they may not constitute 
proper additions to the cost of any physical property to be provided 
for through annual depreciation allowance. Accountants hold that organi- 
zation expenses are not to be added to any physical property, but should 
be amortized. 

Deferred dues, subscriptions, and contributions are not deductible as 
ordinary business expenses but may be deducted only to the extent that 
they affect the present period.^^^ 

Sinking fund contributions and charges to surplus for getting up a 
sinking fund reserve are not deductible. The former is a capital charge; 
it should not even be called an expenditure, since it merely represents a 
transfer of assets. The charge to offset the credit to a sinking fund reserve 
is not an expense, nor is it a capital expenditure. It is merely a book entry 
allocating surplus. 

The regulations contain recognition that such items are not to be de- 
ducted, although the language used is somewhat confused. 

Article 166, Regulations 33, of the 1916-17 act explains the matter thus: 

When a corporation sets aside a part of its earnings for the purpose of 
creating a sinking fund with which to retire its bonded or other indebtedness, 
the annual additions to such funds are not allowable deductions from gross 
income as or in lieu of depreciation or on any other accoimt. The earnings 
thus set aside are an asset of the corporation and any accretion thereto must 
be accounted for as income. 

The costs of defending or perfecting title to property is a part of cost 
and is not a deductible expense,^^^ 

Experimental and development expenses are capital expenditures and 
may not generally be deducted for income tax purposes,®^® But experi- 
mental work which does not result in the acquisition, development, or 
improvement of a capital asset is deductible.?^^ This latter takes on the 
nature of a loss and should not be capitalized. 

This differentiation has been applied to patents, also. Expenditures for 
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developing patents should be capitalized,'^^^ but after the patent has been 
established by suit, any recurring legal cost should be written off to Profit 
and Loss?^® 

Development work should not be capitalized after the developed or 
production stage is reached unless an extension of facilities results in more 
than is necessary to maintain existing output or facilities.^^® 

In the case of intangible expenses incurred in connection with the 
development of oil wells, it has been held that they may either be treated 
as deductible expenses or as capital.^^® 

It has also been held that the building up of newspaper circulation is 
a capital expenditure, and that the cost of maintaining but not expanding 
circulation is an expense,^^ 

Commissions and expenses of buying securities "are a part of the cost 
of the securities and are not deductible as ordinary and necessary business 
expenses/'^^® Fees paid for registration of securities under the Securities 
and Exchange Act are capital items and not deductible.®^® 

Expenses of moving machinery or other property are deductible as an 
ordinary expense.®®'^ Such expenses should not be capitalized as a fixed 
asset, although they might be treated as a deferred charge to be spread 
over the periods which are expected to benefit from the work done. 

In accounting practice, it is considered satisfactory to capitalize costs of 
getting machinery and equipment into place or condition for use, but the 
Board of Tax Appeals has directed that the cost of transporting newly 
purchased vessels be excluded from the cost of those vessels.®®® A similar 
decision was rendered®®® in which a lessor was peimitted to deduct ^ 
full cost of installation work at the time of installation. Under very similar 
conditions it was held that installation costs of leased apparatus must be 
capitalized and recovered through depreciation deductions.®®^ This latter 
ruling appears to be more in accord with accounting methods. 

In conformity with accounting opinion, the income tax law provides that 
the cost of razing old buildings is to be added to the cost of land pur- 
chased with the intent later of erecting thereon new buildings. The intent 
when the purchase was made is important, otherwise a deductible loss 
would result.®®® This procedure of capitalizing such costs does not meet 
with universal approval.®^® It has even been held by the Board that an 
excessive cost of erecting a building should be capitalized;*®®® it would 
seem better, however, to treat such an item as a loss. 

Accountants®®^ agree with the income tax provisions®®® which permit 
carrying charges on unimproved and unproductive real property to be 
capitalized. Carrying charges include interest paid to carry such prop- 
erty,®®® but do not include advertising or maintenance charges thereon.®®^ 
Expenditures for alterations and improvements of leased property are 
capital items and should be exhausted over the life of the lease.®®® 
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A holding company may not deduct but must capitalize payments of 
guaranteed dividends of a subsidiary made to secure capital for the 
subsidiary and to increase the value of the investment in the subsidiary 
Expenses of reorganizing a corporation, commissions paid to purchase 
securities, architects’ fees, costs of defending or perfecting title to prop- 
erty, and costs of securing copyrights and patents are all capital expen- 
ditures and not deductible when made.®^^ 

The problem of distinguishing between capital and revenue expendi- 
tures in individual cases is not easy. The income tax law has provided that 
the cost of improvements with a useful life longer than the current year 
should be capitalized.^^® Expediency has been recognized, however, and 
small items charged off when made need not be capitalized.^®® 

Capital items are those which are expected to be used up in the pro- 
duction of future revenue. Such expenditures should be matched against 
their related income inflows. The primary thing to be considered is 
whether or not the item acquired has a life greater than the current ac- 
counting period. 

Lobbying and Campaign Expenses 

The Government has always considered that lobbying^^® and campaign 
expenditures®^^ are not ordinary and necessary business expenses. There 
has also been the feeling that public policy requires that such expenditures 
should not be encouraged by allowing them to reduce taxable net income. 

Sums of money expended for lobbying purposes, the promotion or defeat 
of legislation, the exploitation of propaganda, and contributions for campaign 
expenses are held not to be ordinary and necessary expense in the operation 
and maintenance of the business of a corporation, and are therefore not 
deductible from gross income in arriving at the net income upon which the 
income tax is computed,®^ 

Fines and Penalties 

Fines and penalties for violating the law are not deductible;®^® in this, 
they differ from civil judgments rendered and paid. To allow the deduc- 
tion of such items as fines is contrary to public policy. This prohibition 
includes penalties assessed in connection with Federal taxes.®^^ 

Expenses of defense against criminal charges are generally not deduct- 
ible, but they have been allowed sometimes. Apparently conviction or 
lack of conviction exerts some force on the allowance or disallowance of 
such items as deductions.®^^ 

Expenses Allocable to Tax-Exempt Income 

A NEW subsection was introduced in the 1934 act that was continued in 
1936 and 1938, to the effect that: 
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Any amount otherwise allowable as a deduction which is allocable to one 
or more classes of Income other than interest (whether or not any amount of 
income of that class or classes is received or accrued) wholly exempt from 
the taxes imposed by this title;^^ 

is not deductible from gross income. 

The Ways and Means Committee of the House, in discussing the 1934 
provision, stated that expenses incurred in obtaining interest on state 
securities and other exempt income should not be treated as deductible 
expenses.^^^ In general, the Senate Finance Committee agreed but said: 

... it is not believed that this disallowance should he made to apply to 
expenditures incurred in earning tax-exempt interest. To do so might seriously 
interfere with the sale of Federal and State securities, which would be un- 
fortimate during the present emergency. Accordingly, your committee recom- 
mends that the disallowance be applied to all classes of tax-exempt income 
except interest.^^® 

This point of view of the Senate Committee prevailed in Section 24 
of the 1934 act. 

This exception regarding the allowance of expenses incurred to get 
tax-free interest is inconsistent with the provisions of the act prohibiting 
deduction of interest expense incurred to purchase or carry tax-free 
securities.®^® 

As early as 1928, the Commissioner was upheld in his allocation of 
expenses between taxable and non-taxable income and in his disallowance 
of expenses attributable to the latter.®®® In conformity with the ruling of 
the court, G.C.M, 9954 was issued to the same effect.®®^ G.C.M. 9945 was 
modified in 1931®®® to exclude expenses attributable to tax-exempt interest 
or to other situations not within the scope of the facts involved in Letols 
u. Commissioner (47 F. 2d 32.) 

The Board of Tax Appeals upheld this interest exception under the 
1932 act by permitting tire deduction of a trustee’s commission, although 
part of the trust income was tax-exempt interest.®®® 

In this matter the emphasis is on expediency in revenue collection rather 
than on proper income computation. All expenses should be deductible 
and all income taxable. If, however, the income is exempt, all expenses 
associated with it should be disallowed. 

Unpaid Expenses and Interest 

When Section 24 of the 1936 act was amended in 1937,®®^ a new type of 
non-deductible expense was created. 

In computing net income no deduction shall be allowed in respect of expenses 
incurred under section 23(a) or interest accrued under section 23(b)— 

(1) If not paid within the taxable year or within two and one half months 
after the close thereof; and (2) If, by reason of the method of accounting of 
the person to whom the payment is to be made, the amount thereof is not. 
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mless paid, includible m the gross income of such person for the taxable year 
in which or with which the taxable year of the taxpayer ends; and (3) If, at 
the close of the taxable year of the taxpayer or at any time within two and 
one hatf months thereafter, both the taxpayer and the person to whom the 
payment is to be made are persons between whom losses would be disallowed 
under section 24(b). 

This provision was placed in the law pursuant to a campaign to prevent 
tax avoidance schemes by aflBiiated taxpayers. In certain cases, corpora- 
tions deducted interest on the accrual basis, but recipients on a cash 
basis did not report income until it was received. It was felt that revenue 
urgently needed by the Government was being unduly delayed.^®® 

Bona fide, armsdength transactions are not affected; only colorable 
transactions between related parties are within the scope of this sub- 
section. Even in the case of these latter, it does not apply if both the payor 
and payee are on the accrual basis. 

There has been no change in this provision in 1938,^^® 

Dividends Paid 

Dividends paid have never been allowed as deductions from gross income 
under the income tax law. The matter has been stated well by the 1916-17 
regulations. 

So-called interest on preferred stock, which is in reality a dividend thereon, 
can not be deducted in arriving at the net income. For the purpose of the 
tax, dividends of whatever character can be paid only out of net income, and 
the net income is subject to the tax, and for this purpose can not be reduced 
by any distribution among or payment to its stockholders.^'^'^ 

There may be justification for treating dividends as interest is treated, 
either as completely deductible or completely non-deductible. Whether or 
not one is willing to treat dividends and interest in the same fashion 
depends upon his conception of the sameness of creditors and share- 
holders.^^ 

The disallowance of dividends as a deduction from gross income for 
tax purposes is in complete accord with accounting practice. 

Chapter Summary 

Although the Federal income tax was intended to be a net income tax, 
it is not truly one. The statutes and the Supreme Court have decided that 
the tax is in reality a tax on gross income modified only by those deduc- 
tions which Congress chooses to allow. 

Over the full term from 1913 to 1939, the income tax law has contained 
provisions to the effect that the tax is on net income computed according 
to accounting methods, but that certain deviations from accounting pro- 
cedures are to be allowed. Ordinary and necessary business expenses have 



Deduction Items 181 

always been considered deductible; again, subject to certain items Con- 
gress may not wish to allow. 

Generally speaking, the items Congress has considered deductible have 
been so considered over the entire span of the income tax law. Within 
this group fall: ordinary repairs made to maintain satisfactory operating 
conditions; rentals or other payments equivalent to rentals made for tibe 
use of property; traveling expenses; and certain other business expenses 
such as legal fees, entertainment expenses, etc. 

Reasonable compensation paid to employees for services rendered are 
deductible, even though they are paid in the form of bonuses. In 1932 
and 1934, suggestions were made that the deduction allowed for salaries 
paid to any one individual be limited to a certain arbitrary figure to be 
set by law. These proposals were expedient measures only and were 
defeated. 

Pension payments made directly to the beneficiary have always been 
deductible, but varying rules have been applied to contributions made by 
an employer to a pension fund. From 1913 through 1926, no deduction 
was permitted for payments made into a pension fund the assets of which 
were held by the corporation. If the pension fund was altogether distinct 
from the employer, however, contributions to it were deductible. In 1928, 
liberalizing provisions were introduced and were made to apply retro- 
actively within limits. Contributions made to a pension fund held by the 
employer were made deductible, provided the fund was established for 
the sole benefit of the employees and was irrevocable. Apparently, correct 
theory has been recognized under the law but has been modified to pre- 
vent tax avoidance or evasion operated under the guise of pension plans. 

In addition to the full deductions allowed, as such, there have been 
allowed certain credits against income. These credits operate in much 
the same way as do deductions. 

One such credit has appeared for the period from 1918 to 1938, inclu- 
sive. Interest received on certain obligations of the United States and of 
certain corporations organized by act of Congress have been permitted 
as credits against income for normal tax purposes only. 

Another such credit is that which allowed a certain tax-free minimum 
of income. In 1918 a $2,000 tax-free minimum was allowed; a similar 
credit was continued in the years from 1921 to 1926 but was limited to 
corporations with a net income of $25,000 or less. An equalizing adjust- 
ment was allowed for corporations which were just above the $25,000 
dividing line. 

Life insurance premiums and charitable contributions fall within a 
class of expenditures which are deductible only under certain circum- 
stances. 

From 1913 to 1916, no deduction for life insurance premiums paid by 
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a corporation was permitted under any circumstances.' In 1918 a deduc- 
tion was permitted a corporation if it was not the beneficiary under the 
policy. The old rule regarding disallowance remained in force in cases in 
which the corporation was beneficiary. Proceeds from life insurance 
policies are not taxable to the beneficiary and premiiuns paid are not 
deductible. It might be more logical to permit the taxation of the proceeds 
and the deduction of the premiums. 

At no time have self-insurance reserve provisions been considered a 
proper deduction. 

Up to 1934, purely charitable contributions were not deductible by a 
corporation. In the period 1935 through 1938, a deduction with a 5% 
limitation was permitted. In all of the years from 1913 to 1938, full deduc- 
tions for contributions to charitable organizations were permitted if they 
could be justified as "ordinary and necessary'" business expenses. In 1921, 
a proposal similar to the change made in 1935 was defeated. 

From a social viewpoint, as well as from the standpoint of correct 
income calculation, it is difficult to understand why properly safeguarded 
charitable contributions should not be allowed in full. The decisions re- 
garding this matter are in an extremely chaotic condition caused by arbi- 
trary and inconsistent rulings. 

Interest and taxes are representative of general classes of items whose 
subclassifications fall into both the deductible and the non-deductible 
expenditure groups. 

Since 1918, interest, in general, has been fully deductible. Prior to that 
time, an arbitrary limitation was placed on the amount of interest to be 
permitted as a deduction by a corporation. The limitation was fixed at 
the amount of interest on one-half of the sum of the interest-bearing 
indebtedness and the outstanding capital stock of the corporation. The 
purpose of the limitation was to prevent manipulation of tax by means of 
juggling the capitalization of the corporation. An incidental result was 
partial recognition of the possible similarity between shareholders and 
creditors. 

Interest paid to purchase or carry tax-exempt securities has been dis- 
allowed during the entire period of the income tax since 1917, Prior to 
1916, there was no such rule. In 1918, the rule was relaxed in favor of 
certain government securities, the interest income from which was not 
fully tax-exempt. This right was restricted, however, in 1921 to the original 
subscribers of such securities. A proposal in 1918 to eliminate this non- 
deduction rule was defeated. 

Statistical interest on invested capital, as contrasted with interest paid 
or accrued for payment, has never been permitted as a deduction. 

Generally, taxes have been deducted over the full span of the income 
tax law. This rule applies to auto license fees. Federal duties, excises. 
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licenses, stamp taxes, etc. Taxes paid to a state by a corporation in con- 
formity with a guarantee that the interest on its securities would be tax- 
free were not allowable deductions in 191S but have been permitted since 
the 1918 act 

Postage is not deductible as a tax but is deductible under the heading 
of general operating expenses. The difference is of no great importance, 
of course. Local benefit taxes are properly held to be capital items and 
not deductible. Both of these provisions have always been a part of our 
income tax system. 

Sales taxes are deductible by corporations, sometimes as a vendor and 
sometimes as a vendee. Whether the vendor or the vendee is to take a 
deduction depends upon the state law. The general rule is that taxes are 
deductible only by the person upon whom they were levied, but some 
contradictions to this provision are found in the law. 

Income, war-profits, and excess-profits taxes were deductible in the acts 
of 1913 to 1916, but no credit against income was mentioned. No deduc- 
tion was allowed in the laws of 1917 through 1938, but a credit against 
income was permitted from 1917 to 1921. ^ extremely slight relaxation 
of the rule has taken place under the 1936 and 1938 acts. 

Income, war-profits, and excess-profits taxes assessed by foreign coun- 
tries or possessions of the United States have always been permitted as 
deductions. In certain years, the taxpayer has been granted an option 
of taking a credit against the tax to be paid instead of a deduction from 
income for the amount of such excess-profits, war-profits, or income taxes 
assessed. This privilege was granted first in 1918 and has been continued 
ever since. The amount to be credited against the tax is based on the 
relative amounts of income the taxpayer has derived from sources within 
the United States, outside of the United States, and within the country 
whose tax the taxpayer is attempting to credit against the Federal income 
tax computed. 

In 1934, it was suggested that tiiis credit be abolished, but it was re- 
tained in order not to discourage foreign trade. There was a slight tighten- 
ing-up, however, in the method for computing the tax under the 1934 act. 

Among the items which have always been disallowed fully are capital 
expenditures, charges to surplus to set up surplus reserves, lobbying and 
campaign expenses, fines and penalties for law violations (not civil judg- 
ments), and dividends. Capital expenditures include: organization ex- 
penses, sinking fund contributions, expenses of perfecting title to property, 
experimental and development expenses, commissions and expenses con- 
nected with the purchase of securities, carrying charges oh unimproved 
and unproductive real estate, and the cost of razing old buildings on land 
purchased with the intention of erecting new buildings thereon. 

Maintenance expenses are not includ^ in the carrying charges required 
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to be capitalized. There appears to be some confusion among the deci- 
sions regarding installation and “break-in” expenses. In some cases they 
were required to be capitalized; in other cases, not. 

As early as 1929, perhaps earlier, the courts upheld the disallowance of 
expenses allocable to tax-free income. The 1934, 1936, and 1938 acts 
included provisions equivalent to the above court rulings and to Bureau 
rulings which followed the court decisions. One peculiar and inconsistent 
exception was made, however. Expenses attributable to the acquisition of 
tax-free interest were continued as allowable deductions. 

In the 1936 and 1938 acts an entirely new type of disallowed expendi- 
ture was created. Interest or expenses not paid within two and one-half 
months after the taxable year by a taxpayer corporation on the accrual 
basis to a person on a cash basis are not deductible. This rule applies 
only to “colorable” transactions between related parties. 

The computation of income on a logical and consistent basis would be 
aided greatiiy by the elimination of tax-exempt income and related dis- 
allowed expense groups, 

The content of this chapter is not exhaustive of the subject of deduc- 
tions, Non-recurring items such as the following are discussed in Chapter 
V: capital losses; unrecovered asset balances at voluntary removal of the 
asset; loss of useful value; unamortized balances of assets; abandonment 
losses; losses on the disposition of installment obligations, sale of goodwill, 
sale of patents and copyrights, sale of mines and oil and gas wells; losses 
on real property sold in lots; security losses; uncollectible deficiency on 
the sale of mortgaged or pledged property; short sales; bad debts, bad 
debt reserves; and worthless securities. 

Reserves and the time for taking deductions are treated in Chapter III. 
Items affecting corporations as shareholders of other corporations are 
discussed in Chapter VI. The amortization of assets is treated in Chapter 
IX, and the treatment of inventories and cost of goods sold is handled 
in Chapter X. 



CHAPTER IX 
AMORTIZATION 

The subject of amortization is exceedingly interesting but is very com- 
plex and extensive. Most of the discussion of the subject has to be omitted 
from this chapter because of the limited scope of this study. There is 
included almost no treatment of the methods of computing the amounts 
to be charged against gross income. 

In this chapter, the word amortization is used as an inclusive term which 
covers depreciation, depletion, and amortization (used in a narrow sense). 
Depreciation, depletion, and amortization (narrow sense) are all similar in 
nature, but there is a slight difference between the assets to which they 
apply and between the detailed methods for computation. All three are 
merely a spreading of the price of long-lived assets over several accounting 
periods.^ Long-term assets are merely deferred costs of operation, and 
amortization charges represent the expiration of such assets and the inclu- 
sion of such expired parts as deductions from gross income. 

The attitude of the Supreme Court has not been very consistent as to 
the nature of depreciation. In some early cases it has held that deprecia- 
tion is not a cost of doing business.® In several other cases, it held that 
the principal purpose for making depreciation entries is to finance the 
replacement of the assets expired.® The cost conception has also been 
upheld.^ These decisions were all handed down in public utility rate 
making cases, however, and may not be entirely applicable to income tax 
situations. 

Depreciation is not considered by most accountants as intended for re- 
placement purposes® or for evaluation.® At one time, there was some sup- 
port among accountants for the loss of value conception of depreciation,^ 
but it has lost favor. 

It can not be denied successfully that the interrelationships inherent 
between transactions cause amortization entries to have an effect dn re- 
placement and on the balance sheet expression of fixed assets, as well as 
on income computations. The accumulation of cost, valuation, and re- 
placement effects of amortization all occur to some degree; the question 
is upon which of these the emphasis is to be placed.® As has been men- 
tioned previously, most accountants have emphasized the idea of the 
expiration of a deferred charge. 

[ 185 ] 
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Methods of Computation of 
Amortization Charge 

A THOROUGH discussion of detailed methods for computing amortization 
charges is not within the scope of this study; therefore, only brief mention 
of the subject is made. The Bureau favors a straight line method but 
recognizes other accepted trade practices, especially the output method.^ 
The inventory or appraisal method for estimating depreciation did not 
meet with the approval of the Boards® in one case, because it gave a result 
materially different from that which would have resulted from the straight 
line method. In a later case, the Board overruled the Commissioner, who 
attempted to force the use of the straight line instead of the observed 
depreciation method.^^ Apparently, the taxpayer s method will be upheld 
if it accurately reflects the depreciation although it may differ from the 
Commissioners metliod.^® The Bureau declined to approve or disapprove 
the declining balance method in advance of an audit of the taxpayers 
retum.^^ The unit of production method has been accepted by the Board 
in many cases.^^ 

Accountants recognize several methods of computing depreciation but 
appear to favor the straight line method^® and the output method.^® 

Calculation of the Amount of Periodic Amortization 

The factors in determining the amortization charge are the base, the 
salvage value, and the period over which the asset is to be amortized. 
The salvage value is really a portion of the depreciation base; that is, the 
amount to be amortized is the base (historical cost, replacement cost, etc.), 
reduced by the amount which is expected to be received as salvage when 
the asset is disposed of, 

A discussion of the base for amortization^^ and a discussion of the deter- 
mination of the period over which the asset is to be amortized^® are con- 
tained elsewhere in this chapter. 

Base for Amortization 

Ant interesting cycle of thought can be found in literature on the subject 
of amortization, and especially in regard to depreciation. Historical cost 
was the choice of accountants at first, but there was a certain swing 
toward the use of replacement figures. Now there is a substantial amount 
of agreement that cost is the most satisfactory basis. The advocates of the 
cost basis include two distinct types of persons, the conservative, practical, 
and non-theoretical accountants and the more highly theoretical writers. 
The former have chosen this method because of its conservatism and its 
ease in use; the latter have chosen it because of its objectiveness. Perhaps, 
theory might support the use of an appreciated cost base, but practical 
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considerations make it necessary that a more, objective and measurable 
base be used. 

Historical Cost Base 

Accountants^ in their quest for objectivity, usually have considered that 
historical cost is the most suitable base for amortization calculations. 
However it has been been said that a mere rule-of-thumb application 
of the historical cost base presents a serious obstacle to the development 
of the control function of accounting,^^ 

The regulations have chosen original cost, adjusted for additions and 
retirements, and not replacement cost as the basis for recovery^® and have 
been supported by several decisions.®^ The basis for depletion, deprecia- 
tion, and obsolescence is the same as that used for the determination of 
gain or loss from the sale or other disposition of the asset being amor- 
tized.^^ 

Replacement Cost Base 

There has been some advocacy of this method,^® but it has not received 
much support among accountants or in Treasury or Board decisions,^^ 
The usual reason advanced to justify this basis is that management needs 
depreciation figures computed on replacement cost in order to set its 
sales prices properly to cover costs and to return a profit. This argument 
is rather weak; costs do not determine selling prices, except in so far as a 
business will cease to function if it does not cover its outlays over a 
period of time. 

Another weakness in this argument is that it presupposes that manage- 
ment can not get sufficient infonnation for its replacement and selling 
policies unless depreciation on replacement cost is included in its ac- 
counts. There is no reason why management should not make allowances 
in its computations for such depreciation in excess of depreciation on 
original cost if it wishes to include such an item in its computations, but 
such inclusion can be made outside of its usual income calculations. De- 
preciation is an accounting for past acquisitions and present holdings and 
expirations of assets and not for future asset acquisitions. 

Stabilhed Basis 

An interesting suggestion was made by H. A. Sweeney^® to alter or 
adjust depreciation charges to reflect the current level of the purchasing 
power of the monetary unit He based most of his argument on a main- 
tenance of capital concept but stated also that the results would be more 
accurate for income calculation than under other methods. He argued 
that a proper depreciation method should maintain exactly the capital 
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invested in the asset being depreciated and that the capital to be main- 
tained was not the asset itself or the original cost of that asset but rather 
the purchasing power represented by Ae original cost of the asset. His 
method requires the re-expression of depreciation, based on historical 
cost, in terms of the average price level current at the time the deprecia- 
tion is being figured. 

Mr. Sweeney argued that replacement cost was a better basis than 
historical cost but that it was quite inferior to his method, because replace- 
ment cost is designed to maintain mere physical capital rather than pur- 
chasing power. His method is very similar to one which uses depreciation 
based on appreciated cost figures.^® 

Appreciated Cost Base 

An ATPREcaATED CGSt basis more closely resembles a reproduction basis 
than a replacement basis. Reproduction implies an exact substitution at 
current price levels; replacement implies a substitution of new assets of 
a slightly different nature but capable of performing the same type of 
service as the old. 

No attempt is made to justify appreciated cost as the proper basis on 
the ground that it is intended to replace anything or to determine selling 
prices. This method depends on a prior assumption that unrealized ap- 
preciations are proper accrued inclusions in income (theoretically, proba- 
bly not practically). It is diflicult to justify such a base for depreciation 
to be included in the income calculation unless the appreciation is also 
included. This does not mean that appreciation offsets depreciation; it 
means that both the gross income and the deductions therefrom should 
be stated on a new price level which wdll reflect the changed purchasing 
power of the monetary units used in the expression and computation of 
income. 

Article 140 of the 1913 regulations permitted the deduction of deprecia- 
tion based on appreciated values if the appreciation was included in 
income. 

Period for Amortization 

Amortization should be spread over the period during which the asset 
to be amortized is held for use. This life may be measured in terms of 
time (hours and years), in terms of output, or a combination of the two. 

All things which react on the usable life of the asset must be considered 
in setting the amortization rate. All or some of the following items, among 
others, must be taken into consideration: obsolescence, inadequacy, 
diminution in the raw material supply, normal operating speed, abnormal 
operations, repair and maintenance policies, overtime, neglect, character- 
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istics of the labor supply, type of production, climate, accidents, and theo- 
retical capacity 

From a theoretical viewpoint, the above things must all be used in 
determining the rate. Practically, many of these can not be foretold ac- 
curately or at all and must, therefore, be omitted when calculations are 
made. Both accountants and income tax provisions stress objectivity in 
the calculation of income and, therefore, limit provisions for amortization 
to measurable factors which can be foretold.^® 

The regulations long have specified that amortization is to be made 
over the useful life of the asset being amortized.®® 

Obsolescence 

Obsolescence is of extreme importance in the computation of the amor- 
tization rate. So-called normal obsolescence is a lessening in potential 
usable life caused by the normal progress of the industry, inadequacy, 
change in demand for the product, change in the source of supply, and 
like things. Its characteristic is that it brings an end to the use-ltfe of an 
asset possessed by a particular enterprise (or causes that end to approach) 
in spite of the fact that the asset may not he entirely exhausted and inca- 
pable of being used in a physical sense. Abnormal obsolescence is a sudden 
cessation in use life caused by a decrease in demand for the product, by 
the invention of a vastly improved asset item, and so forth. There is nothing 
basic which distinguishes normal from abnormal obsolescence, except 
that a reasonable estimate may be made in the case of the one, whereas 
the other comes as a surprise and can not be foretold. Obviously, the latter 
can not be used in practical calculations of income demanded for account- 
ing and tax purposes, although from a theoretical viewpoint, it has a part 
in such calculations as great as that obsolescence which is said to be 
normal. 

Nothing was included specifically in the 1913 and 1916 acts regarding 
obsolescence, but the regulations ruled out, in no uncertain terms, the 
deductibility of obsolescence until the property was sold or abandoned: 

The deduction to be allowed relates solely to loss due to use, wear and 
tear, and the matter of obsolescence is not relevant, inasmuch as when the 
property becomes obsolete a deduction for the loss sustained thereby, rep- 
resenting the difference between the cost and the amount of depreciation previ- 
ously charged off or which should have been charged off in prior years, will be 
allowed.^® 

Obsolescence was not allowed before the 1918 act.®^ All of the acts and 
regulations since and including the 1918 act have permitted the deduction 
of obsolescence if it is reasonably predictable.®® Impetus was given to the 
allowance of obsolescence by the entrance of the United States into the 
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World War, because ■ special plant facilities bad to be erected and re-' 
covered during' the period of the War. Depreciation allowed under the 
1913 and 1916 acts would not have been adequate to cover the asset 
basis in so short a time, and special permission was given in the 1918 and 
1921 provisions for the amortization of the obsolescence of such special 
wartime facilities.^® In 1918, obsolescence deductions were introduced for 
other than wartime facilities also, 

A reasonable allowance for obsolescence permitted by the law has been 
upheld by the Supreme Court,®^ It is not necessary for the taxpayer to 
sell, scrap, or discontinue the use of tangible property in order to be en- 
titled to an obsolescence deduction.®® 

When the time is reached at which facilities are definitely known to be 
becoming obsolete due to the adoption of more economical methods by 
competitors, a deduction for obsolescence may be claimed, prorated over 
the years between that point and the time of ultimate abandonment.®® 
This provision is not theoretically correct, but is a very fair practical 
method for adjusting incorrect amortization charges for prior periods. 

Even in the years in which an amortization charge for obsolescence has 
been permitted, such amortization has been allowed only if the obsoles- 
cence is reasonably predictable. In conformity with this general rule, 
goodwill may not be amortized, presumably because its life is not con- 
sidered predictable,®^ The disallowance of a periodic deduction for good- 
will obsolescence has been upheld in numerous decisions.®® This dis- 
allowance applies to purchased goodwill, as well as to that which is built 
up through operations,®® 

Treasury Decision 4055^® amended Article 163 of Regulations 69, 65, 
62, and 45 and followed the decision in the Red Wing Malting Company 
case"*^ that periodic obsolescence deductions were limited to propeity 
susceptible to exhaustion, wear and tear by use in the business. 

Several Supreme Court decisions in public utility rate cases have jus- 
tified the inclusion of an allowance for obsolescence and inadequacy 
within the depreciation rate.^® The Board of Tax Appeals has also decided 
that the depreciation rate may include an obsolescence rate,^® but some 
acountants believe that obsolescence and depreciation should be set up 
separately,"*^ A separation may be desirable from a management point of 
view but has no effect on income determination. 

The recognition of periodic obsolescence deductions has not been of 
very long standing in accounting procedure, but accountants have come 
around to the viewpoint that obsolescence is closely akin to depreciation.^® 
Agreement is not yet complete, however; there is a substantial body of 
opinion which favors deferring such obsolescence to future income cal- 
culations.^® 
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Total Amoumt of Amortimtion 

The periodic amortization charges must not aggregate more than the 
base upon which the rate was figured adjusted by the salvage value. 
Several opinions have been handed down to the effect that depreciation 
may not be taken after the asset has been amortized down to the salvage 
value, and the regulations also have held that no additional depreciation 
may be taken after the cost or other basis has been recovered.^® The 
provisions regarding depletion, however, do not conform with this gen- 
eral rule. 

Amortization of Particular Items 
and Miscellaneous Items 

The regulations have permitted the capitalization and amortization of 
successful drawings, models, designs, and experimental work if their 
useful life can be estimated with reasonable accuracy; but if they have 
been unsuccessful, they may be charged off at once as a loss.^® It may be 
questioned whether an immediate charge-off of unsuccessful items is 
correct under all circumstances. In some cases, there is a more or less 
constant amount of unsuccessful items to be incurred in connection with 
the carrying on of experimental work. Perhaps, some method of spreading 
this constant amount might be worked out. 

Prepaid insurance was held to be subject to amortization, but capital- 
ized advertising expense was not.®^ 

There has been no agreement as to the amortization of improvements 
in the nature of special assessment benefits. In one case it was held that 
special benefit assessments were not deductible, because they were not 
used in the business but were only of incidental benefit to it®^ In other 
decisions, it was held that private improvements on private ground were 
subject to amoitization deductions.®^ 

Leaseholds and Leasehold Improvements 

The regulations permit the amortization of the cost of leasehold improve- 
ments over the shorter period of the life of the asset or the remaining life 
of the lease.®^ It has been held that where rentals vary, the allowance for 
the exhaustion of the leasehold should be spread evenly over the term 
of the lease without regard to the varying rentals.®® The regulations have 
been supported by many decisions and opinions to the effect that lease- 
holds may be spread over the period of the lease.®® 

Court, Board of Tax Appeals, and other decisions are in accord with 
the regulations in permitting the cost of leasehold improvements to be 
spread over the shorter of the lease term or the life of the asset.®^ In many 
cases, it has been decided that the possible renewal period of a lease 
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should be ignored in computing the amortization period,^® In cases where 
the tenancy is indefinite, the allowance for amortization should be based 
on the physical life of the asset.®® The amortization of leasehold improve- 
ments over the shorter term of the lease or the asset life is approved by 
accountants also.®® 

CommUsionSf Fees^ and Expenses Incurred 
in Negotiating a Lease 

It held in a few cases that such items should be deducted at once 
when incurred,®^ but most decisions permitted amortization over the 
term of the lease.®® 

Intangibles— General 

The regulations provide that intangibles of limited duration may be 
amortized; those incapable of being estimated reasonably may not be 
amortized against income.®® Tins rule is in agreement with court®^ and 
accounting opinion.®® 

Patents 

The regulations®® provide that patents or copyrights may be depreciated, 
although obsolescence is not to be included until the year in which it is 
said to have occurred. The cost or other basis may be recovered over the 
period extending from the time of the grant, or from the time of acquisi- 
tion if acquired otherwise than from the government. The cost or basis 
includes government fees, costs of drawings, models, attorneys' fees, 
acquisition price, and similar items. The Board of Tax Appeals and ac- 
countants agree that patents and copyrights should be amortized.®'*' 

Miscellaneous Intangibles 

Acscording to accounting opinion, franchises may be amortized over the 
definite period they have to run. If they are perpetual, no practicable 
amortization is possible.®® 

Trademarks and tradebrands are not subject to amortization, because 
their useful life is not capable of determination.®® 

There is no unanimity among accountants as to the propriety of amor- 
tizing goodwill.^® Many favor the amortization of goodwill and organiza- 
tion expenses, under the same line of reasoning used to justify depreciation 
deductions'^ The following statement is typical of the argument advanced 
in support of amortization: 

, . . this doctrine of the permanence of good will seems inconsistent with 
the theory of valuing it as the purchase price of a temporary, terminating 
annuity. Strict logic requires, at least where the price paid for good will is 
calculated as representing the present value of a series of excess annual 
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profits, that it should be vsritten off, as is any other terminable annuity, with 

reference to the duration of the annuity 

Other writers oppose the amortization of these items because of the 
difBcnlties of measurement^^ and the lack of objectivity in determining 
the amountJ^ Many income tax decisions and opinions agree with this 
latter accounting opinion that goodwilF® and organization expenses^® 
should not be amortized because of their indefinite duration 
Trademarks, tradenames, tradebrands, newspaper subscription lists, 
formulas, and rights to receive royalties on copyrighted books have been 
held not subject to depreciation or obsolescence because of the indefinite 
duration of their usefulness 

Depreciation — General 

The word depreciation is used frequently in a broad sense in a manner 
similar to the way amortization is used in this chapter to include deprecia- 
tion (narrow sense), depletion, and amortization. Depreciation is used in 
this chapter in its narrow sense to include only decreases due to wear and 
tear and exhaustion. 

Depreciation has elements of both variable and fixed expense in it. 
A theoretically correct depreciation charge should take both of these 
elements into consideration. Although depreciation is both fixed and 
variable to some extent, as a practical matter, it is usually treated as 
either wholly fixed or wholly variable in any particular case. The cessa- 
tion of the usable life of long-lived assets is chiefly brought about by 
decreptitude, obsolescence, and inadequacy; the life of the shorter-lived 
assets is largely determined by exhaustion through use. 

In any given case, it must be determined whether the fixed or variable 
element is to predominate. The particular depreciation method to be 
used must be chosen to fit the situation as exactly as possible. In some 
cases, it may be necessary to determine a rate which combines the 
variable and fixed elements, or to supplement one with the other. Some 
depreciation must be charged even during idle periods.^® 

Ever since, and including, the act and regulations of 1913, a reasonable 
allowance for wear and tear and exhaustion of assets has been deductible 
if it is in conformity with a consistent and reasonable plan.®® These 
provisions do not apply to inventories and land®^ or losses in value of 
stocks or bonds.®® 

Repairs and Depreciation 

Repaies do not prevent depreciation,®® Depreciation is a spreading of 
the asset base over the usable life and is not necessarily coincident with 
physical wear and tear or exhaustion. Repairs must be taken into con- 
sideration when the amortization rate is set, but they do not make 
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depredation charges unnecessary. On the contrary, deductions may be 
taken for both repairs and depreciation The above statements are in 
accord with accounting and income tax provisions. 

Apprecmtion versus Depreciation 

Since depreciation represents expiration of an asset to conform wltli its 
reduced usable life, it is completely different from appreciation, and 
each should be computed or considered separately from the. other. Ap- 
preciation Is an increase in value; depreciation is not primarily, if at all, 
an attempt to evaluate assets. 

The Board of Tax Appeals has ruled correctly on several occasions that 
appreciation does not offset depreciation.®® 

The rule has been consistent also in the case of mere market decreases. 
Such decreases have been held not to constitute depreciation within the 
meaning of the income tax provisions.®® 

Miscellaneous Depreciation Problems 

Depbeciation on buildings during the construction period is not de- 
ductible as an expense, because the useful life of the building starts 
when the asset is completed and ready for use.®^ If assets are constructed 
in sections, depreciation may be computed on those sections as soon as 
they are completed.®® There is little point to the computation of depre- 
ciation on assets being constructed, because costs and expenses during 
the construction period are properly capitalized.®® 

The cost of a contract may be written off, under certain conditions,®® 
but it may not be amortized if it is of indefinite duration.®^ 

Depletion^^ 

Depletion is a use cost, a diminution in service value, and should be 
amortized; it is not primarily a loss of exchange value. 

Depletion of mines, oil and gas wells, and timber has been subject to 
amortization under the Federal income tax acts and regulations since 
1913.®® 

In 1913, 1916, and 1917, the maximum total depletion permitted was 
not in excess of the original cost Depletion computed on cost in those 
years could not be deducted to an extent greater than a given arbitrary 
percentage of output or sales.®^ 

Depletion has always been permitted to be figured on cost, and, in 
some years, a more advantageous option has been granted the taxpayer 
also. In 1918, the base for depletion on cost included development costs 
as well as the original outlays. 

Timber has never been subject to discovery value or percentage 
depletion but has been restricted to a cost basis. 
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The revaluation basis has not been recognized for depletion computa- 
tions/® in spite of the fact that the other advantages of discovery value 
and percentage depletion are permitted the taxpayer. 

In the case of oil and gas wells, wages, repairs, and other expenses 
of exploration, development, and drilling may be deducted at once or 
capitalized and amortized. This provision applies whether the drilling 
has been productive or unproductive, A similar rule applies to mines 
except that only the excess of such expenses over the receipts from the 
sale of the product may be capitalized,^ 

Percentage Depletion 

In 1913, mines, and oil and gas wells were subject to a depletion deduc- 
tion not to exceed five per cent of the gross value of the output from 
the property subject to depletion.®^ In 1916 and 1917, they were subject 
to depletion not to exceed the market value of the product extracted and 
sold. This increased liberality to the extractive industries coincided with 
an increased demand for their output for war use.®® 

Strictly speaking, depletion in 1913, 1916, and 1917 was not on a 
percentage depletion basis. Depletion was figured on cost. The five per 
cent or other limitations were placed on cost depletion. 

There were no comparable provisions in 1918, 1921, and 1924, although 
discovery value depletion was permitted in those years. 

In 1926, oil and gas wells were no longer subject to discovery value 
depletion but were subjected to percentage depletion. It was felt that 
simplification would result if an easier method were provided for oil 
and gas well depletion calculations.®® 

In all cases, at least depletion on cost may be taken. If the taxpayer 
desires, he may deduct depletion up to 27J2 per cent of the gross income 
derived from the depletable asset, but not in excess of 50 per cent of 
the net income from that asset, exclusive of depletion. This provision 
has continued from 1926 to the present time for oil and gas wells. 

In 1932, coal, metal, and sulphur mines were subject no longer to 
discovery value depletion, but taxpayers were privileged to use per- 
centage depletion computations for the first time.^®® Depletion may not 
exceed five per cent of gross income in the case of coal mines; 15 per 
cent, in the case of metal mines; and 23 per cent, in the case of sulphur 
mines. However, the deduction is not to exceed 50 per cent of net 
income computed without regard to depletion. In every case, the net or 
gross income used as the percentage base is that income which is derived 
from the asset subject to the depletion computations. In no case is it 
necessary for the taxpayer to restrict himself to less depletion than 
would have been allowed had he based his calculations on cost, except 
if a binding option has been exercised, as in the case of coal, metal, 
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and sulphur mines. The provisions regarding coal, metal, and sulphur 
mines have continued unchanged since 1932. One of the reasons why 
percentage depletion was instituted for such mines was to circumvent 
the diflBculties of basing computations on cost.^°^ 

Percentage depletion acts as a very valuable subsidy to the extractive 
industries: 

In other words, having first used up as depletion the cost value of the prop- 
erty and then having used up the discovery value of the property after the 
oil was discovered, they are now allowed 50 per cent of what they derive from 
the well each and every year. In the case of a well that was brought in 1915, 
by 1921, whether oil had been discovered or not, under the law up to that 
time the cost value would have been entirely covered by the depletion al- 
lowance, and no more depletion on that ground would be allowed.^^^ 

Discovery Value Depletion 

In 1918, depletion based on discovery value was introduced into the 
regulations for mines and gas and oil wells. The provision remained 
unchanged in 1921 and 1924, except that in the latter year the deduction 
might not exceed 50 per cent of the net income from the property, 
instead of 100 per cent, as in 1918 and 1921. 

In 1926 and subsequent years, oil and gas wells were not permitted 
discovery depletion^®^ but were permitted a percentage depletion deduc- 
tion instead, and the 50 per cent limitation was retained. 

The use of discovery depletion was intended as a subsidy to encourage 
and compensate those who prospect for^ natural resources. It was the 
opinion of the sponsors of this type of provision that the hard and often 
unproductive work of prospectors should be compensated for by a de- 
creased tax burden when they make a discovery 

In the 1932 and subsequent regulations, discovery value depletion is 
limited to mines other than metal, coal, or sulphur mines. These latter 
mines, as well as oil and gas wells, are subject to percentage depletion 
instead. 

The use of discovery value is limited to properties which were pros- 
pected for and discovered by the taxpayer. If the market value at the 
time of discovery is materially disproportionate to cost, the taxpayer is 
permitted to value his property at the date of discovery or within thirty 
days thereafter. 

One of the arguments advanced to justify the use of percentage or 
discovery value depletion is that they are simple and easy to compute.^®^ 

Many corporations . . . present their financial accounts without the deduc- 
tion of any charge for depletion. ... This practice has been followed for a 
suiEcient length of time and by a sufficiently large proportion of those engaged 
in the mining of nonferrous metals so tibat it must be considered as an 
"accepted accounting practice’^ in the industry,^^ 

On the other hand, there are a sufficient number of companies operating 
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in the industry which make a deduction for depletion in their accounts so 
that this method must also be considered as “accepted accounting practice/"^®^ 

' Another possible solution to the problem would be to treat 'all Income 
as a return of capital until the cost of the investment has been recovered. 
From that point on, no depletion would be permitted. 

The use of discovery value and percentage depletion has been the 
subject for much adverse criticism, because they are arbitrary and merely 
represent a subsidy to particular business interests.^®^ If subsidies are 
warranted, they should be given in another form, outside of the income 
tax structure. Those who favor such depletion methods base their argu- 
ments on the need for special relief to the extractive industries and on 
simplicity of computation and administration.^®^ 

Amortimtion of Expenses^ Discounts^ or 
Premium on Issuance of Bonds 

The Regulations^^® are in accord with most Board and court deci- 
sions^^^ and with accounting procedure^^^ in their recognition that such 
items are properly spread over the life of the bonds. 

Amortization of Discount or Premium 
on Bonds Purchased 

Articles 135 of the 1913 regulations permitted the amortization over 
the life of the bonds of the difference between the premium purchase 
price and the maturity price. Subsequent decisions of the Treasury De- 
partment have ruled that such premium is not subject to amortization,^^® 
since no loss is ascertainable until the bonds are paid off or otherwise 
disposed The court and Board decisions are not consistent on the 
matter.^^^ 

Vnamortized Balances^^^ 

Unamortizei) balances are left when the amortization period is unex- 
pectedly cut short. Unexpectedness is the essential characteristic of this 
situation; if this were not true, the periodic provisions would have been 
such that no balance would have remained. 

The most common methods for disposing of such balances are: 

(a) to write them off to surplus. 

(1) as a loss. 

(2) as a correction of the amortization of past periods. 

(b) to write them off to current income. 

(c) to set up a deferred charge. 

(d) to merge them with new assets acquired. 

The method which appears to be most correct is the write-off to 
surplus or to a special section of the income statement when the dis- 
covery is made tibat no additional amortization can take place. Such 
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^amortized balances are not associated with the future but are cor- 
rections of tbe amortization of prior periods.^^^ 

It is sometimes contended that under certain situations such balances 
benefit the future^^® and should be written off in the future. The following 
hypothetical situation illustrates that such is not the case. Let us suppose 
that a certain company sells some of its- fixed assets and abandons the 
rest, although the latter are not fully amortized. Let us also suppose that 
the company decides merely to hold the cash and to carry on no addi- 
tional productive operations. It is quite difficult to see how the un- 
amortized asset balance can have anything to do with the future. 

In certain cases where an asset is abandoned and similar production 
is carried along with new assets, there is, perhaps, some slight basis for 
considering that the future is benefited. When assets are traded in as 
part of the consideration for new assets, there is a great deal to be said 
in support of merging the old asset balance in with the new asset 
balance. The cost of the new asset is really the total of the old asset and 
the cash or other consideration given. 

The Federal income tax provisions require that unamortized balances 
be written off in the period in which it is discovered that no additional 
amortization can or will be taken.’^^® 

Some rather severe criticisms may well be applied to some parts of 
the Federal income tax treatment of amortization, but it must be ad- 
mitted that there is no absolute agreement among accountants either on 
the subject of amortization in aU of its ramifications.^^® Many objection- 
able methods existed before the advent of the income tax; many of them 
still exist.^^^ 

The Federal income tax provisions have been built up to a considerable 
extent from observations of accounting and business practice.^^^ Perhaps, 
to this extent, it might be said that the very existence of the tax pro- 
visions regarding depreciation is attributable to accountants. The income 
tax has, in turn, performed a very valuable service to business in the 
correct determination of income, by its recognition of amortization and 
its requirement that it be expressed in the accounts in order to be 
deductible for tax purposes.^® 

Administration 

In audition to determining whether or not correct theoretical provisions 
. underlie the income tax treatment of amortization, it is also necessary 
to determine how those provisions are administered. 

In the case of errors in computing amortization, it was held by the 
regulations of the years from 1916 to 1932,^^ inclusive, fliat the remain- 
ing unamortized portion of the asset might be spread over the estimated 
remaining Hfe. This rule has been modified since 1934.^^® It is now 
stipulated that the taxpayer may not take advantage of a prior failure 
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to take adequate depreciation allowable under known facts of prior 
years. This change is more in agreement with the usual income tax 
emphasis on periodicity than was the old rule. It was changed in order 
to prevent tax evasion.^^® Other earlier decisions support the new rule.^®’^ 
It has been held, likewise, that excessive depreciation allowed in prior 
years does not preclude a reasonable deduction in the taxable year, even 
though the total exceeds the cost of the asset.^^® 

A similar rule had been applied for some years previous in regard to 
the adjustment of the basis of property to determine gain or loss on its 
disposition. Since 1926, the various acts have given tiie Commissioner 
authority to adjust the basis by the amount of depreciation allowable 
and to reduce the basis where the deduction claimed and allowed in 
prior years was insufficient. As early as 1923, the Treasury Department 
ruled the Commissioner could make such an adjustment,^^® and the Board 
of Tax Appeals and the courts have upheld this opinion many times.^®® 

Up to and including the 1932 act, the burden of proof was placed on 
the taxpayer to justify an amortization deduction, but no amount was to 
be disallowed unless it was clearly unreasonable.^®^ Treasury Decision 
4422, issued February 28, 1934, amended the foregoing articles of the 
regulations of 1921 through 1932. The regulations of 1934, 1936, and 
1938 are in accord with Treasury Decision 4422 and provide that the 
burden of proof is on the taxpayer and that special proof may be 
required. No longer is it stated tibat amounts will be allowed unless 
they are clearly unreasonable.^®^ 

Congress considered an arbitrary 25 per cent reduction of depreciation 
deductions in 1934, 1935, and 1936 in order to increase governmental 
revenue. However, the Treasury Department felt that it was unfair to 
penalize those who claimed only a fair amount of depreciation.^®® Three 
principal classes of taxpayers are not required to furnish any special 
proof They are: 

1. Those whose return shows a net loss after adjustment. 

2. Those whose return shows only a reasonable depreciation claim. 

3. Those whose return shows depreciation as a very minor factor. 

The deduction for depreciation in respect of any depreciable property 

for any taxable year is limited by Treasury Decision 4422 to such ratable 
amount as may reasonably be considered necessary to recover during 
the remaining useful life of the property the unrecovered cost, or other 
basis, under the applicable laws and regulations. A taxpayer is not 
permitted under the law to take advantage, in later years, of his prior 
failure to take any depreciation allowance or of his action in taking an 
allowance plainly inadequate under the known facts in prior years.^®® 

The new policy for 1934 and subsequent years requires the taxpayer 
to re-estimate the useful life of the assets over which to spread the 
depreciation. If the depreciation taken in prior years was less than the 
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amooBt allowable, the taxpayer loses the right to deduct the deBciency 
of the prior years. 

Treasury Decision 4422 was issued because the government felt that 
excessive depreciation was being taken and that more revenue could be 
raised by stricter administration of the law. Some accountants have felt 
that Treasury Decision 4422 is being administered too strictly and that 
reasonable provision for obsolescence and other such items which can 
not be proven specifically are being discriminated against.^®® Perhaps, the 
impetus given to more adequate methods of accounting for depreciation 
of plant and equipment by the promulgation of Treasury Decision 4422 
justifies the change in administrative methods.^®^ 

Chapter Summary 

The procedure of amortization has been recognized for Federal income 
tax purposes since 1913. The straight line method has been favored, but 
others, notably output methods, have been acceptable. 

Historical cost, adjusted for additions and retirements, has been chosen, 
in general, for the computation of amortization, rather than a replace- 
ment or appreciated cost basis. An outstanding exception has been made, 
however, in the depletion of oil and gas wells and mines. In the case 
of these extractive industries, however, cost also has been acceptable for 
depletion purposes and the taxpayer has been allowed depletion at least 
equal to that which would be computed on cost.^®® Since 1918, the cost 
base may include development, prospecting, and drilling costs. 

For the years of 1913, 1916, and 1917, only depletion on cost was 
permitted, and even this amount was further restricted to a certain 
percentage of the gross value of the output of the property. It was five 
per cent of the gross value of the output in 1913, and 100 per cent of the 
product extracted and sold in 1916 and 1917. 

In 1918, the cost base was departed from for the first time, and 
discovery depletion was introduced. At this time, depletion was to be 
based on the value within thirty days of the discovered property. Deple- 
tion on such a base was hmited to the full net income from the property 
in 1918 and 1921, and to 50 per cent in 1924. This latter rate has been in 
force since that time. 

Discovery value depletion was permitted for mines and oil and gas 
wells up to 1926 but in the latter year the privilege was no longer 
extended to oil and gas wells. A further restriction was made in 1932, and 
only mines other than those producing coal, metal, or sulphur were given 
the option to use discovery depletion. 

Percentage depletion was introduced for oil and gas wells in 1926, 
when discovery depletion privileges were taken away. Percentage deple- 
tion was extended to coal, metal, and sulphur mines in 1932, Percentage 
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■depletion has always been subject to a limitation based on the net income 
from the property being depleted. The percentages used are applied 
against gross income from the property. 

In all of the years that these special depletion methods have been in 
force, they have never been allowed in the case of timber. Timber deple- 
tion is based on cost 

The income tax provisions have always contained recognition that 
recovery must be made over the useful life of the asset being amortized 
and that all factors which affect that life must be taken into considera- 
tion. Among those factors are repairs and obsolescence. Specific recog- 
nition has been granted since 1916 to the fact that repairs do not offset 
depreciation and that a charge may be made for both. 

Obsolescence has been permitted to be amortized since 1918, in 
which year the influence of the World War led to such recognition. 
Obsolescence is permitted, in general, only for the tangible items; and, 
even for them, only if obsolescence is reasonably predictable. Emphasis 
on measurability and predictability has been responsible for the exclusion 
of intangibles from the right to obsolescence amortization. Abnormal 
obsolescence and that not permitted to be recognized periodically may 
be deducted when it is said to be discovered, that is, when the asset is 
disposed of. 

Patents, copyrights, organization expenses, goodwill, and other in- 
tangibles may not be amortized for obsolescence. Except for goodwill, 
since 1913 the other items have been allowed to be depreciated or 
amortized for other than obsolescence if reasonably accurate estimates 
can be made. Trademarks, trade names, trade brands, and goodwill are 
not subject to amortization of any kind because of their indefinite life. 

Since 1913 leaseholds have been permitted to be amortized over the 
lease, and leasehold improvements, over the shorter of the lease or the 
asset life. Commissions, fees, and other expenses in connection with the 
negotiation of a lease may be capitalized and written off over the lease 
period. Since 1916, specific permission has been granted for the amortiza- 
tion of drawings, models, designs, experimental work, and other prepaid 
expenses. It must not be inferred that the amortization of such things 
was not permitted before, merely because specific mention was not made 
in the acts or in the regulations; since, in many cases, certain practices are 
permitted or encouraged in the everyday administration of the law 
before they find their way into the acts or regulations. 

Premiums, discounts, and expenses connected with the issuance of 
bonds have been subject to amortization since 1913, There is some 
question, however, about the status of premiums on the repurchase of 
bonds; the regulations do not permit the deduction of a periodical 
amortization of bond premiums. 

Amortization for wear and tear (depreciation) has been allowed since 
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1913; A mere drop in market values is not considered "depreciatioB”; 
conversely, appreciation is not permitted to offset depreciation. 

Since 1934, there has been much more stringent administration of the 
amortization provisions of the law, particularly of the depreciation pro- 
visions. Even prior to 1934, those in charge of creating and administering 
the income tax provisions felt that excessive depreciation was being 
taken. Ih 1934, stricter periodicity was observed, and taxpayers were 
not permitted to gain from previous errors in depreciation. However, 
similar provisions can be found as far back as 1923, in connection with 
the adjustment of the basis of assets by the amount of allowable depre- 
ciation rather than allowed depreciation. 

In 1934 also, a heavier burden of proof was placed on the taxpayer, 
although the Bureau showed an intention not to invoke these provisions 
unless it thought the taxpayer was manipulating its depreciation figures. 
Treasury Decision 4422 and subsequent regulations specify that depre- 
ciation estimates shall be revised every year, if necessary, to reflect new 
information regarding the condition and anticipated life of the assets. 

The general comment might be made that income tax provisions for 
amortization are largely in accord with accounting procedures and have 
remained comparatively unchanged since the early days of the income 
tax law. Some criticisms might be made of the law, but about the same 
criticisms apply to accounting procedure on the matter. The business 
world and accountants owe a debt to the income tax for its services in 
bringing to the attention of businessmen the importance and nature of 
amortization of assets. For tax purposes it has been required that 
amortization entries be recorded on the books in order to be deductible. 
This requirement was the incentive needed to improve depreciation and 
other amortization methods. 

In general, stress has been placed on objectivity and fair measurement 
in amortization computations, but this emphasis on objectivity is thrown 
overboard in the depletion provisions. It may be, however, that per- 
centage depletion is an attempt to use uniform arbitrary methods in 
order to avoid the lack of objectivity which is generally associated with 
depletion calculations. In general, the income tax permits amortization 
provisions to recover only cost as the maximum, but the use of discovery 
depletion and, especially, percentage depletion represents a wide devia- 
tion from the cost recovery policy. 

There is little to find fault with in the theoretical foundation for 
income tax provisions concerning amortization, with the important excep- 
tion that the depletion procedures are unsatisfactory. 



CHAPTER X 

COST OF GOODS SOLD---INVENTORIES 


Inventories are of prime importance in that they are the residue after 
some of the goods available for sale have been disposed of. Our interest 
in inventories for income determination purposes is, in reality, an interest 
in the cost of goods sold. If the cost of goods sold is to be arrived at 
indirectly by deducting the inventory from the goods available for sale, 
it is important that the inventory be stated at an amount which will 
leave a correct cost of sales figure. 

There is no uniformity among the general bases for stating inventories, 
however. Even the general bases are further subdivided into a number of 
different methods for inventory determination. Perhaps it would be 
advisable not to insist on any one method for stating inventories, but to 
vary the methods according to conditions in particular industries. 

Four major common bases of inventory valuation are cost, replace- 
ment cost, lower of cost or market, and base-stock. In addition to the 
ordinary methods of determining cost, there are the following ones 
applicable to special situations: apportioned costs, farm-sales, and retail 
inventory. After cost has been determined there are several methods for 
distributing it; they are: actual identification, weighted average, moving 
average, first-in, first-out, and iast-in, first-out 

To form an entirely satisfactory basis for the imposition of income taxes 
the accounts must reflect the full, true, economic position of the taxpayer; 
and in so far as arbitrary rules of inventory valuation operate to build up 
hidden reserves, or other accounting practices tend to befog the picture, they 
must ultimately be eliminated, since they have no place in truly scientific 
accounting.^ 

Recognition of Need for InventorieB 

There was no specific provision for inventories in the act of 1913, but 
the regulations contained such recognition and have continued to do so 
ever since.^ The 1916 act® adopted the 1913 inventory regulations. 

Recognition of Accounting Methods 

Specific authority has been given the Commissioner to prescribe any 
inventory basis which conforms as much as possible to the best account- 
ing practices in a given trade or business and which clearly reflects 
income.^ This provision meets with the approval of accountants, but 
Congress and Bureau of Internal Revenue must exercise care to be 
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sure that the income tax acts do not adopt any erroneous practices merely 
because they are commonly used in any given industry. The Commis- 
sioners regulations have also contained specific reference to the use of 
methods commonly used in a given industry and which refiect income.® 
The Board of Tax Appeals has also ruled that an inventory is to be valued 
along the lines suggested above.® 

Consistency 

The regulations have always stated that the consistent use of any one 
method was of more importance than the particular method chosen.'^ 
This opinion has met with the approval of the Board,® the courts,® and 
of accountants,^® although consistency is not sufficient to offset the use of 
methods which do not clearly reflect income.^^ In the long run, the 
particular method used will not change the total income over the life 
of the enterprise. A difference in taxation would result, however, because 
of changes in tax rates and methods of making computations in the 
various years. 

Book Inventories 

Book inventories have been approved by the Board^® and, since 1913, 
by the regulations.^® However, actual count is preferred and is recom- 
mended to supplement and verify the perpetual inventory figures. 

Inclusion of Goods in Inventory 

The Federal income tax provisions'^ are quite similar to accounting 
procedures in this matter. Goods held under contract of sale (future, not 
consummated sales) and not segregated for the purchaser and goods 
consigned out should be included in the inventory. Any stock in transit 
may be included only if title remains with the taxpayer. Merchandise 
shipped on approval should be included in the shippers inventory until 
it is accepted.^® 

Damages and Other Allowable 
Inventory Losses 

The regulations have contained recognition that inventories may be 
stated at a lower price and current income reduced where goods are 
unsalable at the normal price because of damage, imperfections, ob- 
solescence, loss, and so forth. They may be priced at the selling price 
less estimated cost of selling, but the price should not be in excess of cost 
and not be less than scrap value.^® This rule conforms with accounting 
procedure^’' and Board of Tax Appeals^ and court decisions.^® 

An arbitrary percentage reduction for obsolete goods and broken lots 
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has been disallowed by the Board of Tax Appeals^® reductions must be 
made on specific items. 

Reserve for Estimated Depreciation 
or Future Price Changes 

The regulations from 1921 to 1938, inclusive, specifically have forbidden 
reductions in inventory prices, based upon estimated percentages' for 
depreciation or future price decreases.®^ 

Among such forbidden practices, the Board of Tax Appeals has 
included arbitrary reserves for: obsolete goods and broken lots,®® dis- 
counts,®® flat reductions of cost price,®* and future market losses.®® 
Reserves for future inventory declines are usually considered surplus 
reserves. 

Miscellaneous Procedures 

The regulations prohibit the omission of parts of an inventory and the 
statement of work in process at an arbitrary, nominal figure.®® 

Bases for Inventory Pricing 

The regulations®^ and Board®® have provided that either (1) cost or (2) 
the lower of cost or market may be used for inventory pricing, but that 
the base chosen must be applied consistently to each item in the 
inventory. 

Cost Basis 

Cost (i.e., purchase or production price) appears to be the best basis for 
inventories if a sales or similar rule is used to mark the existence of 
income,®® Objection sometimes is advanced that the use of cost inven- 
tories may not disclose properly financial condition when large inven- 
tories are held at a cost greatly different from the market price.®® 

The use of cost involves two principal problems: (1) the determination 
of the things which should be included in or excluded from cost, and 
(2) the distribution of ascertained cost between the inventory and the 
cost of sales. There is more disagreement and diflSculty associated with 
the second than with the first problem. 

Cost Determination 

The regulations permit the deduction of trade discounts from and the 
addition of transportation inward and similar expenditures to cost,®^ and 
the Board of Tax Appeals has agreed,®® The courts have held that the 
Commissioner may remove from his regulations such permission for trade 
discounts.®® 

Cash discounts may be deducted or may be ignored in determining 
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mventoiy; tiie on^ is that tlie taxpayer consistently follow 

his usual procedure.®'^ This provision has been upheld many times by 
Board and; other decisions;^® 

Selling expenses, interest on invested capital, and profit distributions 
are not to be included in cost according to the regulations^® and accord- 
ing to common accounting procedure. Some accountants, however, feel 
that if some practical method can be devised, administration and selling 
costs should be inventoried if they are associated with unsold goods.®^ 
The regulations have granted recognition, as have accountants,®® to 
the fact that certain industries have peculiar problems which demand 
special treatment When such a situation exists, the taxpayer may use the 
methods and basis considered a general trade practice.®® 

Among such special methods permitted are the retail inventory 
method,^® the farm-price method, and the apportioned cost method.'*® 
The retail inventory method prescribed by the regulations is the same 
as that generally recognized hy accountants."*® 

The farm-sales method has been permitted by the regulations*^ when 
it is necessary. This method is sometimes known as the cash realizable 
method and requires that the current market price be reduced by the 
estimated cost of marketing and collection to a figure which approaches 
cost. It has the approval of accountants when conditions are such that 
other methods can not be used successfully.*® The chief objection ad- 
vanced is that gains are taken up prior to sale.*® 

In certain industries, such as mining, real estate, lumber, and manu- 
facturing, joint or combined costs can be determined for large portions 
of the inventory but not for subdivisions of those portions. In order that 
inventory prices and cost of goods sold figures can be determined, the 
joint-cost must be allocated. The resulting figures are not true costs, of 
course, but are a fairly satisfactory estimate. 

The method approved by accountants*'^ and the regulations'*® for 
allocating joint-costs is the relative sales value method. To arrive at the 
' inventory figure the total cost is multiplied by the fraction that the sales 
price of the inventory bears to the sales price of the total goods which 
were available for sale. 

Cost Distribution 

Perhaps the most widely used cost method for allocating part of the 
inventory to the goods sold is the first-in, first-out method. The assump- 
tion underlying it is that the oldest goods are the first removed. This 
assumption conforms with fact in some industries and contradicts it in 
others. 

This method approaches the replacement cost basis, in that most 
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recent pnrcliase prices are left in the inventory. It^ directly opposes the 
theory that most recent costs should be in the cost of goods sold figure.^® 

Some of the widespread use of this method can be traced to its 
advocacy for income tax purposes by the regulations/® in the case of 
intermingled goods where actual identification (most desired by the 
regulations) is not possible. 

In 1918 , Regulation 45®^ permitted lumber manufacturers to use the 
average cost method for determining inventory, and the Board con- 
curred,®* but this provision was omitted afterward, and average methods 
have not been allowed since. The Board has upheld the Commissioners 
disallowance of the average cost method/® In 1920, an exception was 
made in favor of the tobacco industry/^ 

An arithmetic or weighted average is not a satisfactory method for 
determining inventory. However, a moving average appears to be the 
most theoretically correct. A vendor does not sell specifically the first or 
the last goods acquired; he sells a portion of his entire inventory on 
hand at the time of sale. 

The last-in, first-out method for determining inventory has aims and 
results similar to those of the base-stock method.®® However, the last- 
in, first-out method is a cost method and goes less far than does the 
base-stock method. The last-in, first-out method has received some recent 
favor among accountants if used under special conditions and in certain 
industries,®^ 

It is applicable to a few restricted types of industries only, those which 
fabricate basic raw materials in long-period, continuous processes.®^ In 
industries of this sort, large sums are tied up in inventories, and if the 
first-in, first-out method is used in periods of rising prices, large inventories 
and operating profits are shown in the spread between the cost of sales 
and the sales. 

A further definite requirement for its use is that the industry be one 
in which raw materials costs largely determine and fluctuate with the 
selling prices. The chief argument for this method is that the sales and 
costs should be matched on the same price level.®® Unless such matching 
is accomplished, it is asserted, market influence and operating results are 
hopelessly mixed; but the same thing could be said of any income figures 
not adjusted for price level changes by index number or other devices. 

It would seem, however, that such industries should recognize in 
other ways that they are subject to gains or losses from market variations 
and not try to cover them up with questionable matching procedures.®* 
In many of the industries to which the last-in, first-out method is said to 
apply, there are established spot and future markets in which hedging 
can be carried on to counterbalance non-operating gains or losses, if 
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desired. Change in the income tax to include the last-in^ first-out method 
has been advocated to aid industries which can not protect themselves 
by hedging. 

The objections advanced to showing higher valuations for inventories 
in periods of rising prices appear to be based on a cash concept of 
income; the criticism is that the increased price is stored in inventory 
and is not reflected in increased cash.^® 

The base-stock method has never been allowed for Federal income tax 
purposes,®^ and the related last-in, first-out basis has been recognized 
only since 1938. Section 22(d) of the 1938 act was new and was based 
on Treasury Decision 4865.®^ The latter has been superseded by Articles 
22(d)-l to 22(d)-4. 

The gist of the 1938 provisions®® is that they are applicable only to 
those whose principal business is (a) smelting nonferrous ores or con- 
centrates, or refining nonferrous metals, or both; or (b) producing brass, 
copper products, or brass products up to a certain stage of production. 
This provision was limited to raw materials inventories and did not extend 
to goods in process or finished goods. It was limited specifically to items 
so intermingled that they could not be identified with specific invoices. 

Tanners, whose principal business was tanning hides or skins, were 
given the privilege of using the method for raw materials (including 
those in goods in process and in finished goods) if the materials were so 
intermingled that they were not capable of being identified with specific 
invoices. 

The use of the last-in, first-out method was limited further to inven- 
tories priced on a cost basis. 

Senate discussion®^ regarding this 1938 provision indicated that it was 
suggested in order to permit the use of a recognized trade practice. The 
overall income for a long period of time would not be affected by the 
use of this method, but a more even distribution for tax purposes would 
be accomplished. In 1936, the Senate Finance Committee suggested that 
the Treasury take care of the matter in its regulations, but it failed to do 
so in 1936, 1937, and the early part of 1938. When the 1938 provision was 
inserted, it was acknowledged that it was only a start in the matter and 
that revision would be necessary. 

The chief objection advanced to the 1938 provision was that it did 
not include enough industries of a similar nature®® such as manufacturers, 
fabricators, and converters of rope and cordage, advanced processors of 
nonferrous metals, oil, rubber, textiles, leather, chemicals, lead, copper, 
and other metals. The best explanation for the exclusion of many of 
these is that the Treasury Department desired to experiment in easy 
stages with such a provision.®® 

Section 219 of the 1939 act®^ allowed any taxpayer to use this method 
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so long as lie lias used it in his financial statements ■ prepared for other 
purposes besides taxation and has properly filed an application with the 
Commissioner. The last-in, first-out method may be used' only in con- 
nection with the cost basis. The requirement that the goods be so inter- 
mingled as to be incapable of identification is no longer included. 

Lower of Cost or Market Basis 

The lower of cost or market price is the alternative rule (the other is 
cost) permitted by the regulations for Federal income tax calculations.®® 

It is, perhaps, the most widely used of all inventory calculation methods.®® 
Many accountants have expressed their support of this method for 
practical purposes/® but even these persons, among others, indicate that 
its chief virtue is conservatism'^^ and that it has many weaknesses.'^® 

Some accountants have been considerably outspoken against this 
method and have characterized it as an inconsistent and illogical rale-of- 
thumb method,'^® 

The lower of cost or market rule is not synchronized with the general 
test of sales as the point of realization and receives most of its criticism 
from the fact that it recognizes market values only if they are below cost 
It is conservative as far as the balance sheet and the net worth of an 
enterprise at a given date are concerned; but it is not truly conservative 
in that it must be used as the starting point for cost of sales figures for 
the subsequent period. It is not consistent, because cost may be used at 
one time for an item, and market, at another time/^ 

The lower of cost or market rule did not appear in the Federal income 
tax provisions until December 19, 1917/® This method for computation 
has been upheld by many decisions of the Treasury Department,^® the 
Board of Tax Appeals/^ and the courts.'^® To arrive at market price, cost 
may not be reduced by a straight estimated percentage.^® 

The lower of cost or market rule marks a deviation from the general 
attitude of income tax provisions toward the objectivity of transactions. 
The usual income tax rules are pointed toward the measurement of gains 
or losses only upon sales or exchanges and are based on the use of con- 
sistency. Prior to 1917, cost was the basis required. 

It appears that the permission granted for the use of the lower of cost 
or market price was a step in the wrong direction. It is rather interesting 
to notice that this is a case in which income tax authorities adopted a 
questionable rule at the behest of accountants and businessmen. It is 
ironical to notice also that accoimtants now are questioning the very 
validity of that rule. 

William A, Paton accounts for the introduction of this rule into the 
income tax, as follows; 
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An outstanding example of unsound and non-conservative practice mas- 
querading under the guise of sainted conservatism is the "‘cost or market 
whichever is the lower” rule of inventory valuation. . . . This practice, im- 
ported from Europe, did not make marked headway in this country until the 
advent of the Federal income-tax program. Originally, in fact, it was not 
oflBcially recognized as a sound practice by the United States Treasury De- 
partment. The early American enthusiasm for the device— among trade associa- 
tions, business managements, and corporation accountants— was not a tribute 
to the merits of the scheme as a worthwhile accounting mechanism, designed 
‘"by accountants of larger mold” for the purpose of emphasizing “the broader 
aspects” and “indicating the unfavorable possibilities” of the future, but as 
an immediate method of reducing taxable income. (And some concerns paid 
heavily for making the shift just before a higher level of tax rates appeared.) 
In other words, the wide use of the rule in the United States is not as time 
honored as many think, and it waxed on account of considerations far removed 
from the development of sound accoimting.^^ 

Replacement Cost Basis 

The replacement basis has not been permitted for Federal income tax 
purposes, but it has had some advocates among accountants.®^ 

It gives results similar to that of a cost basis imder the first-in, first-out 
method.®^ Some points advanced in its favor are that it is logical, uses 
only one price, has a significant relationship to selling prices, is easy to 
use, shows the correct financial condition, and separates operating and 
market profits.®® The chief argument against the replacement basis is 
that it anticipates profits.®^ 

Base Stock or Normal Inventory Basis 

The method of constant price or nominal value for a so-called normal 
quantity has never been sanctioned for income tax use.®® The assumption 
underlying this basis is that a minimum stock must be maintained at all 
times and is similar to a fixed asset Any units over or under the minimum 
are multiplied by the current prices and are added to or subtracted from 
the base stock. The purpose and theory underlying this method are 
similar to those which underlie the ‘last-in, first-out” method.®® 

This method is not widely used but has the support of some ac- 
countants.®^ 

Chapter Summary 

A NUMBER of inventory problems have not been discussed in this chapter, 
because they do not fall within the scope of this study. Some of the 
subjects not discussed are; hedging, changes from a cash to an accrual 
basis, purchase commitments, special problems of cotton and grain 
dealers, and of dealers in securities, the determination of “market,” and 
so forth. Other matters of interest allied to the subject of inventories 
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have been taken up in preceding., chapters and were, therefore, not 
discussed in this chapter. 

The outstanding characteristic of the Federal income tax provisions 
regarding inventories is their relative permanency; there has been little 
change in the acts and regulations since 1913, 1916, and 1918. The acts 
and regulations have been quite in accord with Board, court, and ac- 
counting opinions in most inventory matters. Many specific references 
to inventory provisions did not arise before 1918, because the acts and 
regulations were not highly developed at that time. But in most cases, 
the provisions of 1918 reflect the opinions held in prior years. 

The necessity for the use of inventories (including book inventories) 
was recognized in 1913. Accounting methods for treating inventories 
(including special methods for particular and peculiar industiies) were 
granted recognition in 1918 and have been continued in all succeeding 
years. 

The accountant’s rules regarding the title of goods to be included in 
the inventory and his insistence on the consistent use of any given 
inventory method have been reflected in the legal provisions since 1918. 
Reductions for damages, theft, or other factors which reduce the sala- 
bility of goods were permitted in 1916, along the same general lines as 
specified by general accounting procedure. Flat percentage reductions for 
damages, estimated depreciation, future price changes, etc., were dis- 
allowed specifically in 1921. This provision is in accord, in a general way, 
with accounting methodology, because such disallowed reductions are 
more in the nature of surplus allocations than of operating reductions. 
This statement is particularly true if adherence to objective realization 
is insisted^ upon. 

The Federal income tax provisions have permitted the cost or the lower 
of cost or market bases to be used for inventories since 1918. Prior to that 
time, insistence was made on the cost basis only. A cost basis is pre- 
ferable to the lower of cost or market basis and is more in accord with 
the general emphasis on objectivity, which is encountered so frequently 
in the income tax. The income tax was more logical in this matter before 
1918, but the pressure brought by accountants and businessmen caused 
the inclusion in the tax system of this provision. 

The market basis and the base-stock basis have both been disallowed 
for Federal income tax purposes. 

The income tax provisions for determining cost are very similar to 
those of accounting. Special methods, such as the farm price, appor- 
tioned cost, and retail inventory methods, have been permitted since 
1918 for tax purposes. These special methods are used in about the same 
way and under about the same circumstances as would be true under 
accoimtmg rules. 
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After cost has been detemined, ^ still exists the problem of 
apportioning it between the goods sold and the goods remaining on hand. 
Federal income tax provisions indicate a preference for actual identifica- 
tion of the goods sold with their acquisition or production price. The 
second choice permitted is the first-in, first-out method. This is most 
widely used in practice but frequently is little more than a rule-of-thumb 
method. 

A third choice was permitted certain industries in 1938 and was 
extended to all in 1939. It is the last-in, first-out method. Only grudging 
permission has been accorded this method under the income tax; a like 
comment may be made appropriately also regarding the acceptance of 
this method by the accounting profession. 

Average inventory methods are not peimitted under the Federal 
income tax system. In 1918, an average was permitted for lumber manu- 
facturers only, in the case of joint costs. Some average methods are not 
satisfactory, but the elimination of average methods eliminates, perhaps, 
the most theoretically correct method of all, the moving average. 

Criticism of the Federal income tax treatment of inventories is equiva- 
lent to a criticism of accounting and other inventory methods, because 
the income tax provisions conform closely with ordinary procedures and 
methods for pricing inventories. 



CHAPTER XI 

AN INCOME CONCEPT 


It is clear that an indirect but heavy burden grov^^ing out of taxation 
is that of preparing a great number of tax and other complicated reports 
for various governmental bodies,^ For this reason, if for no other, income 
tax provisions should conform as closely as possible to good business 
and accounting procedure.^ But can this be accomplished? 

It has been suggested frequently that some sort of Federal commission 
on accounting and tax matters be formed to coordinate the demands of 
the multitudinous governmental units with each other and with proper 
business and accounting provisions for accounting records and income 
determination.^ 

In order to be effective and useful, such a committee would have to 
be chosen on a non-partisan, scientific basis. It would have to be com- 
posed of businessmen, lawyers, accountants, tax experts, and govermnent 
administrators. An ideal system of standards for income determination 
could then be set up and allowable deviations therefrom could be deter- 
mined. Care would have to be exercised not to make these standards too 
detailed nor too restrictive. Much of the diflSculty with the Federal 
income tax has been that it has provided too minutely for detailed 
procedures. The result has been that inconsistencies have arisen between 
the various income tax provisions themselves and between such provi- 
sions and accounting and business procedures. Only the fundamental 
and broad outlines should be laid down. Individual procedures would 
not need to be uniform but would be required to remain within the broad 
structure outlined. 

Litigation which might arise out of income tax situations could be 
settled on a case basis, as is done in issues arising under the jurisdiction 
of the Securities and Exchange Commission. Preliminary advisory 
opinions could be furnished a taxpayer regarding contemplated actions 
in order to eliminate the objection that a very general law might be too 
vague and uncertain in its effect on the taxpayer’s tax liability and the 
conduct of his business. 

In order that the work of such a committee might be carried on, it is 
necessary that there be constructed a system of standards for income 
determination and the acceptable deviations therefrom. A considerable 
amount of work has been done already to construct this fundamental 
base, but there is no generally accepted system yet. Against such a 
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system of standards must be compared the existing practical accounting 
methods and the Federal income tax concept of income. 

A comparison of the Federal income tax concept of income with a 
system of standards depends not only upon a determination of such 
standards but also upon the determination of the income tax concept of 
income. This study has been an historical and theoretical examination 
of detailed income tax provisions. From this has been distilled the income 
tax concept of income. This concept is based upon statutory provisions; 
upon Bureau of Internal Revenue regulations, opinions, and decisions; 
upon Board of Tax Appeals decisions; and upon court rulings. Out of 
this has come the conviction that the basis for the needed reforms in 
the methods of determining taxable income lies in reconciliation of two 
views regarding the concept of income. 

A satisfactory broad concept of income is: the net increase of eco- 
nomic power from all sources, excluding additional investments and 
withdrawals. This concept must be modified for accounting and tax 
purposes to take into consideration diBSculties of measurement and the 
necessity for objectivity. A suitable concept of income for tax and ac- 
counting uses is: the net realized increase of economic power, from all 
sources, measured in terms of money, between two points of time, exclud- 
ing additional investments and withdrawals. 

The analysis of the income tax treatment of each of these elements of 
a satisfactory definition is given in the following summary. 

Net Income Concept 

The tax was intended to conform with the popular conception of income 
held at the time the tax was introduced in 1913. Probably the common 
concept of income was a net income concept. All of the acts from 1913 
to 1988 have recognized that net income, computed by accounting meth- 
ods, is to be determined and taxed. Unfortunately, it has also been 
provided that such determination is to be made subject to deviations 
considered necessary by Congress or the Commissioner. The statutes and 
the Supreme Court have held substantially that the tax is to be on 
gross income, reduced only by the things Congress may allow to be 
deducted. 

Ordinary and necessary business expenses, repairs, rentals, traveling 
expense, fees, compensation paid, pensions (restricted in certain years), 
amortized amounts of long-lived assets, and cost of goods sold are de- 
ductible items. 

The cost of sales is required to be computed in much the same general 
manner as it is done by accountants. The use of inventories has always 
been recognized under the income tax acts, and specific recognition of 
accounting methods (especially in peculiar industries) was granted in 
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1918. Deduction may be made from the inventory figure for reductions 
in salability of goods, caused by damages, loss, theft, etc. Flat percentage 
reductions for such items and for price decreases are not permitted. 

Prior to 1918, only the historical cost basis for inventories was per- 
mitted. In 1918 and since that time, the basis of lower of cost or market 
has been permitted, due, no doubt, to the pressure exerted by accountants 
and businessmen to have it included in the law. This basis is inconsistent 
with the disallowance of price reductions and with the general emphasis 
placed upon objective measurement. Market price, base stock or normal 
inventory, and appreciated cost are not permissible bases. 

The provisions for determination of cost conform closely with those 
of accounting practice. Special methods, such as the farm price, retail 
inventory, and apportioned cost methods, are permitted for certain in- 
dustries, in accordance with trade and accounting practice. 

After cost has been determined, there still remains the problem of 
apportioning it against gross revenue. The method favored for income 
tax use is actual identification of specific goods sold. The second choice is 
the first-in, first-out method. In 1938, grudging permission was given to 
allow the last-in, first-out method to a very few industries and under 
certain restricted circumstances. This permission was extended to all in 
1939, subject to certain restrictions. The moving average method, perhaps 
the most theoretically correct method, has been denied by the income 
tax provisions. None of the average methods has been permitted, except 
in a few very rare cases. 

The chief characteristics of the tax provisions for inventories is their 
relative permanency and their emphasis on consistency. 

There is little with which to find fault in the tax provisions regarding 
allowable deductions. There are other provisions, regarding non-deducti- 
ble items, however, which well may be criticized. 

Prior to the 1918 act, corporations were denied a deduction for life 
insurance premiums paid. Since that time, a corporation is permitted 
such deductions, provided it is not the beneficiary. 

Before 1935, corporations were denied a deduction for purely charitable 
contributions. Since that time these have been permitted to the extent of 
five per cent of the net taxable income computed without reference to 
such contributions. In all years, a deduction has been allowed if the 
gift could be proved to be a necessary and ordinary business expense. 

Before the 1918 act, interest was deductible, but subject to an arbi- 
trary limitation. In all of the acts since that time, it has been fully 
deductible. Two important exceptions have been made, however. Neither 
interest on a company s own investiment nor interest paid to acquire or 
carry tax-exempt securities is deductible. 

Taxes are items which are partly deductible and partly non-deductible, 
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but iB general are deductible. They include licenses, Federal duties, 
excises, stamp taxes, and sales taxes (under certain circumstances). 

Since 1918, the taxpayer has been given the option of deducting from 
income or claiming as a credit against the tax any war, excess profits, 
and income taxes paid to a foreign country or to United States possessions. 
This general deduction has not been permitted for like taxes paid to the 
United States, however. In 1913 and 1916, these latter taxes were fully 
deductible, but an optional credit against the income tax was not per- 
mitted. From 1917 to 1936, inclusive, no deduction has been permitted, 
although a credit was permitted in the acts from 1917 to 1921, inclusive. 
There has been a very slight relaxation of this rule in 1936 and 1938. 

The deduction of capital losses has been a subject for artificial limita- 
tion also. In 1916 and 1917, they were deductible to the extent that there 
were capital gains. For 1918 to 1932, inclusive, there were no restrictions; 
but in the years from 1934 to 1938, they were permitted only to the 
extent of $2,000 over and above the capital gains. In 1939, long-term 
capital losses were allowed in full, but short-term capital losses were 
only permitted to offset short-term capital gains (although a partial carry- 
over was permitted). 

Certain items are completely non-deductible. Charges to surplus for 
reserves, dividends declared or paid, and capital expenditures are de- 
ductible neither for accounting nor tax purposes. Certain additional items 
are not deductible for tax purposes; they are: lobbying and campaign 
expenses, non-civil fines and penalties, and expenses to acquire tax-free 
income. This latter exclusion has been relaxed, inconsistently, in favor 
of expenses (other than interest) incurred to obtain tax-exempt interest 
income. 

Local benefit assessments, sinking fund contributions, organization 
expenses, costs of perfecting title, experimental and development ex- 
penses, commissions in connection with the purchase of long-lived assets, 
carrying charges on real estate, and the cost of razing old buildings built 
on land purchased with the destruction in mind are examples of capital 
expenditures not deductible when incurred, under either accounting or 
tax procedure. 

Deduction provisions generally have followed accounting procedures 
except that arbitrary limitations and non-deductible items have been 
specified. 

The Federal income tax is founded upon a limited net concept of 
income. 

Realised Increase 

The use of periodic calculations requires that it be determined within 
what period gross income may be said to have occurred. The time at 
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which income is to be recognized and measured iS' the point of so-called 
realization. 

DiflSculties o£ measurement and the need for objectivity in income 
determination for tax and accounting use have caused the accrual of 
income to be abandoned in some cases in favor of a given moment of 
time as the place at which income is to be recognized and measured. 
The tax and accounting rules are similar in their emphasis on the use of 
a closed and completed transaction as the point for income realization. 
So-called unearned increments or decrements in value are ignored and 
are not taken up as income determination items until the asset is dis- 
posed of or abandoned. 

The sale is usually chosen as the event which marks the point of 
realization and measurement. That it is not an altogether satisfactory 
base has been recognized in the special tax and accounting provisions 
for bad debts, maintenance commitments, average income proposals, 
short sales, long-term contracts, installment sales, c.o.d. sales, approval 
sales, cost-plus contracts, production to order arrangements, and farm- 
price inventories. Generally, the income tax and accountants make rela? 
tively little use of legal rules regarding title. 

Specific rules have been set up regarding the point at which income 
or deductions should be recognized for other than normal operating 
items. 

In 1918, leasehold improvements were considered income to the lessor 
at the time of completion. In 1921, the lessor could take up the income 
in the year of completion or spread it over the period of the lease. The 
trend in the last several years has been to defer the income inclusion 
until the time of disposal of the asset, but to permit it to be spread over 
the lease if the improvement is required and is equivalent to a rental 
charge. 

A fixed moment of time has been specified for the recognition of 
gain or loss on the following items: repossessions of real estate sold on 
deferred payment plans; sale of patents, copyrights, goodwill, and in- 
stallment obligations; judgments; bad debt recoveries; worthless stock; 
loss of useful value of assets; and dividends receivable. 

A class of tax-free exchanges has been set up as an exception to the 
usual rules regarding the recognition of income. In connection with these 
exchanges, it is felt that objective measurement is not possible, that 
accurate measurement is not easy of accomplishment, that the burden 
on the taxpayer should not be made too heavy, and that it would he 
better to postpone the recognition of income until a later, objective event 
takes place. 

This class of exchanges was not included prior to 1918. It has not been 
modified substantially in recent years, except for a tightening up in 
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places to prevent tax avoidance. Within this general group fall transfers, 
following involuntary conversion, to controlled corporations, for property 
of like kind or use, and in conformity with orders of the Securities and 
Exchange Commission. 

The cash, satisfaction, and dissolution bases for income determination 
have been given scant recognition in either tax or accounting provisions 
for the calculation of corporation income. 

Many of the diflBiculties in connection with the determination of income 
for tax or accounting use are caused by the inconsistent use of both an 
accrual basis and a closed transaction basis for recognizing income. 
Which is to be used appears to depend upon the certainty of the 
occurrence of an event and the measurability of the result. 

From AH Sources 

Gross income includes income from all sources, for Federal income tax 
computations. This sweeping generalization must be modified to the 
extent that certain specific items are tax-exempt. 

Business income, leased property income, dividends, some interest, 
leasehold improvements (to lessor), and profit or loss on non-recurring 
exchanges, sales, or other asset dispositions (except for certain tax-free 
exchanges) are all includible in gross income. 

The proceeds of life insurance policies are not taxable, but the interest 
on such proceeds is taxable. All interest, in general, is taxable, but an 
exclusion has been made in connection with interest received from obli- 
gations of states, subdivisions of states, and United States possessions. 
Interest on postal savings accounts is tax-free also. The interest from 
certain United States obligations and those of government corporations 
is either partially or completely tax-free. Credits against income for 
certain of these are permitted in order to make them partially tax 
exempt. 

In some years, a certain minimum of income was allowed to go un- 
taxed, but this provision is no ^longer a part of otir system. 

Dividends included in the purchase price of securities purchased are 
treated as part of taxable income when received, when, in fact, they 
are merely a return of capital. 

Intercorporate dividends were fully taxable in 1913, tax free from 
1917 to 1934, subject ta( a tax on ten per cent of such dividends in 1935, 
and subject to a tax on fifteen per cent of such dividends in the 1936 and 
1938 acts. 

Prior to the 1921 act, stock dividends were considered income to the 
recipient under the statutes then in force. From 1921 to 1984, inclusive, 
share dividends were excluded from income, on the authority of the 
court decision in Eisner o. Macomber, It was felt that this case had been 
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applied too broadly, however, and the acts of 1936 and' 1938 specified that 
share dividends were to be taxed if they resulted in a change in the 
interest of the recipient in the corporation. 

Before 1938, property sold to a shareholder by a corporation below 
the fair market value of that property gave rise to taxable income to the^ 
shareholder. The rule was modified and improved in 1938 by the stipula- 
tion that such a transaction gave rise to taxable income only if it was 
equivalent to a distribution of earnings or to compensation for services. 

Gain or loss by a corporation resulting from transactions in its own 
reacquired shares were to be considered in determining income under 
the 1916 and 1917 acts, but not in those of the years from 1918 to 1932, 
inclusive. They were to be included, according to the acts of 1934, 1936, 
and 1938, if the transactions were entered into for profit and were 
substantially equivalent to transactions in shares of another corporation. 
This same trend has been discernible also in court and accounting 
opinions. 

In the years from 1918 to 1982, inclusive, forgiveness of debt did not 
result in taxable income for the debtor. In 1934, 1936, and 1938, such 
forgiveness has been considered income for tax purposes; although in 
the latter two years, those in financial diflSculty have been given the 
privilege of excluding such items under certain circumstances. 

No special tax treatment has been accorded capital gains and losses of 
corporations, other than limitation provisions on such losses. Special tax 
rates do not apply as in the case of individuals. In the years from 1921 to 
and including 1934, capital assets were limited to those held over two 
years. In 1936, this holding period was abolished. In all of the years, the 
classification of capital assets has not included inventories; and in 1938, 
depreciable assets were also excluded. 

Certain other items are excluded from gross income, because they are 
considered correctly as capital contributions. They are: the proceeds 
from the original issuance of shares, donations by shareholders, and 
forgiveness of debts owed by the corporation to shareholders. 

There has been relatively little change in most gross income provisions 
throughout the years the income tax has been in force. Some of the 
more questionable provisions have been subject to change, however. 
Artificial exclusion of certain items is the chief objectionable feature of 
the gross income provisions. 

The Federal income tax is a tax designed to include all income, but 
it has been made subject to several exceptions. 

Economic Power — Terms of Money 

Fob practical computations, it is necessary that income be expressed in 
money. Although the value of money is not uniform in different income 
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determination periods, no attempt is made in tax and generally used 
accounting procedures to adjust tlie monetary unit to its current pur- 
chasing power. 

Between Two Points of Time 

FxJKDAMENTAn incomc is a long-range concept. It covers a period 
from the formation of an income producing enterprise to its dissolution. 
Tlie extremely long life of most enterprises requires that income calcula- 
tions be broken up into shorter periods for tax and accounting purposes. 
This breakdown of the long life causes periodicity to assume extreme 
importance and is responsible for most of the problems of accounting 
and of income calculation. The amortization of assets, the differentiation 
between capital and revenue expenditures, accruals and deferments, 
reserves, the differentiation between recurring and non-recurring items, 
realization, and the carrying over of losses and the averaging of income 
are the principal problems of income determination and of accounting; 
and all are traceable to the introduction of arbitrary short-term periods 
into the income calculation. 

The measurement of income for short periods requires that all related 
gross income and deduction items be brought into the same arbitrary 
period. All of the various procedures enumerated above may be con- 
sidered to be represented by the all-inclusive term of matching. It is the 
foundation for the so-called accrual basis of accounting. 

Matching has always been a part of the modern income tax system. 
The 1909 act was written on a cash basis but aroused so much opposition 
that it was enforced on an accrual basis. Beginning with the 1913 act, 
accrual accounting definitely has been a part of the Federal income tax 
law. 

The income tax idea of the nature of accrual methods has not always 
coincided with that of accountants. Up to about 1925, the legal idea of 
accruing was tied up with the idea of the existence of a legal claim, 
of coming due. In 1926, the Supreme Court recognized that the account- 
ing concept of accrual was superior to the existing legal idea. The Board 
of Tax Appeals shares this better view now, but, as recently as 1939, was 
forced to reverse decisions of the Bureau of Internal Revenue in several 
cases. Apparently the administration by the Bureau is still tied up with 
the older and less satisfactory idea of the meaning of accruals. 

The accrual or accumulation basis is definitely recognized in amortiza- 
tion provisions, which have been a part of the income tax system since 
1913. The favored method has been a straight line method, although the 
output basis or others are permitted if they are considered good account- 
ing methods under the circumstances existing. Historical cost has been 
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the basis favored (except for depletion calculations) and has always been 
accepted. 

Leaseholds and leasehold expenses may be amortized over the period 
of the lease; leasehold improvements are to be amortized over the shorter 
of the lease term or the asset life; drawings, models, designs, and other 
prepaid items may be spread over their useful life; premiums and dis- 
counts OB bonds issued may be written down over the life of the bonds. 

Depreciation was recognized in 1913, Decreases in market value do not 
increase depreciation, nor does appreciation offset depreciation. Repairs 
do not make depreciation entries unnecessary, but the expenditure for 
repairs may be deducted in addition to the amortization charge for de- 
preciation. 

There has been little change in fundamental provisions regarding de- 
preciation, except that the administration of the law has been much more 
strict since 1934. A heavier burden of proof is now placed on the tax- 
payer; he may not take advantage of previous depreciation errors; future 
depreciation is to be computed over the estimated remaining life and may 
have to be adjusted yearly. In general, accounting methods are paralleled 
quite closely by the tax provisions. 

Depletion provisions have strayed farther from good accounting and 
business procedure than have most other provisions in the law. In 1913, 
1916, and 1917, depletion was required to be computed on cost, but the 
allowable deduction was arbitrarily restricted. In 1918, discovery value 
was introduced for mines and oil and gas wells. It was restricted to 
mines in 1926 and to certain types of mines only, in 1932. In 1926, per- 
centage depletion was permitted for oil and gas wells and in 1932 was 
extended to the mines excluded from using discovery value depletion. 

Both discovery value depletion and percentage depletion deviate widely 
from an acceptable method computation. They have been justified as a 
necessary subsidy to a particular type of industry and also because de- 
pletion estimates are necessarily inaccurate. It would be better to put 
depletion on a cost recovery basis. Depletion on cost has always been 
permitted for all wasting assets and is required in the case of timber. 

Anything which decreases the use-life of an asset must be reflected in 
an increased amortization charge against gross income. Obsolescence falls 
within this general class. It was recognized specifically in 1918, and since 
has been deductible if it is reasonably predictable and measurable. 
Amortization of the obsolescence of intangibles such as patents, organiza- 
tion expenses, copyrights, trademarks, and goodwill is not permitted, 
because the amount is not capable of being measured accurately and 
objectively. Except for goodwill and trademarks, these intangibles are 
subject to depreciation, however. 
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The amortization of Bnamortized bond discount frequently has been 
disallowed by the Commissioner but has been upheld by the Board of 
Tax Appeals* Its status has been summed up in a Treasury Decision issued 
in 1935, It is deductible at the time bonds are retired, if they are retired 
for cash. The same rule applies even if the cash is derived from a new 
stock issue. If the bonds are amortized by an exchange for shares, no 
deduction may be taken until the shares are sold. If the refunding of 
bonds is accomplished by the issuance of new bonds, the unamortized 
discount on the old bonds is to be spread over the term of the new bonds. 

From 1913 to 1918, only the write-off method was permitted for bad 
debts, but since the 1921 Act, the taxpayer may use the reserve method. 
Worthless securities were treated as bad debts from 1918 through 1936; 
in 1938 they were required to come under the capital loss provisions in 
order to harmonize Ae provisions regarding losses on exchanges and 
losses on abandonment 

In general, the income tax has upheld the idea of strict periodicity 
in its requirements that adjustments of errors be made through amended 
returns. It has permitted exceptions from periodicity when it was neces- 
sary in order to get a correct reflection of income or when unimportant 
overlapping items have been handled consistently. 

The long-range view of income, rather than periodicity, has been 
recognized in carryover provisions for losses. A two-year carryover was 
permitted in all years from 1918 to 1928, except 1920. In 1932 the 
period was reduced to one year and was omitted entirely in 1933, It 
was reinstated for a very limited use in 1938 and was fully reinstated 
in 1939 to include a two-year period. Unfortunately, the loss to be carried 
over has always been restricted and has not been the same figure as 
shown on the tax return. 

The Federal income tax places its emphasis on periodic income calcula- 
tions but has overlooked strict periodicity on occasion. 

Income Tax Concept of Income 

The income tax concept of income is: the modified net increase in assets, 
recognized as it accumulates or at a given moment from most sources, 
measured in terms of money, generally between two points of time, 
excluding non-income adjustments to the store of capital. 

Although there are some provisions and methods used in the income tax 
system which are objectionable, most of the tax system conforms with 
accounting practice. Accountants and businessmen are indebted to the 
income tax for the recognition it contains of accounting. It has caused 
the adoption in business of correct accounting procedures, in many cases. 
In other cases, it has deviated from accounting procedures and has caused 
a healthy reexamination of such accounting procedures. 
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Some of the criticism directed at the Federal income tax is not alto- 
gether fair, because too frequently perfection is demanded. Businessmen 
and accountants are as often guilty as is the tax system of inconsistency 
and the use of poor income determination methods; it is rather unfair 
to demand that tax provisions conform with generally accepted, satis- 
factory methods when such do not always exist. Many business and ac- 
counting procedures result in understatements of income in the interest 
of conservatism. Often it is diiBScult to justify such understatements, even 
for general business purposes. There seems to be no reason why such 
understatements should be permitted for tax purposes, because an income 
tax should be based on the most accurate income figure obtainable. 

Most of the adverse criticisms are, and should be, restricted to other 
than the theoretical aspects of income determination.^ Some of these other 
items to which objection has been raised are; unstable policies in the 
Treasury Department and the statutes, inconsistent rulings on parallel 
cases, expensive litigation, complicated statutory provisions, expense 
of gathering tax data, conflicting and overlapping requirements of the 
many governmental units, political expediency, surtaxes on undistributed 
and excess profits, inclusion in the tax law of penalties and subsidies for 
non-revenue purposes, rates, administrative methods, and similar non-in- 
come determination items. 
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